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The Tax Court of the United States

Docket No. 63853

SCHALK CHEMICAL COMPANY, a California

Corporation,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Respondent.

DOCKET ENTRIES
1956

Aug. 20—Petition received and filed. Taxpayer

notified. Fee paid.

^ug, 22—Copy of petition served on General

Counsel. #

Aug. 20—Request for Circuit hearing in Los An-

geles, Calif., filed by Petr. 8/21/56 Granted.

Served 8/22/56.

Oct. 2—Answer filed by resp. Served 10/4/56.

1958

Mar. 13—Notice of trial at L. A., Calif., June 23,

1958.

July 16-22—Trial before Judge Raum. Resp. oral

motion to consolidate (63853, 55, 62)

Granted. Stip. of Facts and Stip. of Facts-

B, Resp. Trial Memo., filed at trial. Ap-

pearance of Donald K. Hall, filed at trial.

Served subpoena of Horace O. Smith, Jr.,

and Henry O. Wackerbarth. Petr's Brief

due Sept. 5, 1958. Reply Brief due Oct. 6,

1958. Answer to Reply due Oct. 27, 1958.
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i
1958 ^

July 28—Motion by Petr. for a 30 day extension

of time to file opening brief. Granted

8/6/58.

Aug. 4r—Transcript of Proceedings 7/16, 7/17,

7/18, 7/21, 7/22/58 filed. (5 Vols.).

Oct. 6—Petr 's Brief filed. Served 10/7/58.

Nov. 5—Motion by Resp. for extension of time to

Dec. 22, 1958, to file brief in answer.

11/6/58, Granted. Served 11/7/58.

Dec. 22—Brief for Resp. filed. Served 12/29/58.

1959

Jan. 7—Motion by petr. for extension of time

to Feb. 2, 1959, to file reply brief. 1/9/59,

^Granted.

Feb. 2—Reply Brief filed by Petr. Served 2/5/59.

July 9—Findings of Fact and Opinion filed, Judge
Raum. Decision will be entered for the

Resp. Served 7/9/59.

July 21—Decision entered. Judge Raum. Served

7/22/59.

Oct. 19—Petition for Review by U.S.C.A., 9th Cir.,

filed by petr.

Oct. 19—Proof of service of pet. for rev. filed.

Oct. '26—Designation of Contents of Record with

proof of service attached filed by petr.

Oct. 29—Motion by resp. for permission to substi-

tute photostatic copies of certain orig. exs.

10/30/59, Granted. Served 11/3/59.
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[Title of Tax Court.]

Docket No. 63855

GERALD I. FARMAN and HAZEL I. FARMAN,

Petitioners,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Respondent.

DOCKET ENTRIES

[Docket Entries in the above title of cause and

No. are identical to those set out in full in Docket

No. 63853.]

[Title of Tax Court.]

Docket No. 63862

JOHN CARVER BAKER and PATRICIA
BAKER,

Petitioners,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Respondent.

DOCKET ENTRIES

[Docket Entries in the above title of cause and

No. are identical to those set out in full in Docket

No. 63853.]
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[Title of Tax Court and Cause.]

Docket No. 63853

PETITION

Petitioner Schalk Chemical Company, a Califor-

nia corporation, respectfully petitions the Tax Court

of the United States for a redetermination of the

deficiency set forth by the Commissioner of Internal

Revenue in his notice of deficiency dated May 23,

1956, and in support of its petition alleges:

I.

Petitioner is a corporation organized and existing

under the laws of the State of California, having its

principal place of business at 351 East Second

Street, Los Angeles 12, California. Petitioner's in-

come tax return for the year 1950, with which this

proceeding is concerned, was filed with the Collector

of Internal Revenue for the Sixth District of Los

Angeles, California.

II.

The notice of deficiency dated May 23, 1956 (copy

of which is attached and marked Exhibit ''A"),

was mailed to Petitioner on or after the date of the

notice.

III.

The Commissioner has determined a deficiency in

income tax for the year 1950 in the amount of $15,-

087.22, all of which is in controversy.
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IV.

The determination of tax liability set forth in the

notice of deficiency is based on these errors:

(1) The Commissioner erred in disallowing the

deduction of $45,000.00 claimed as a business ex-

pense on Petitioner's return for the year 1950.

(2) The Commissioner erred in disallowing the

deduction of $3,697.92 claimed as interest expense

on Petitioner's return for the year 1950.

V.

The facts upon which Petitioner relies in seeking

a redetermination of the alleged deficiency are

:

Preliminary Facts

(1) Petitioner filed a timely Federal income tax

return for the year 1950, reporting a net loss of

$692.79.

(2) Petitioner has issued and outstanding 100,-

000 shares of its capital stock, 16,666 of which since

1951 have been held as treasury shares.

The Trust

(3) From 1930 to 1950 the 100,000 outstanding

shares of Petitioner were the principal asset of an

express trust created on December 29, 1930. At all

times material to this case prior to termination of

the trust the beneficial interests of Petitioner's pres-

ent shareholders totaled five-sixths and Horace O.

Smith, Jr., held the remaining one-sixth beneficial

interest in the trust.
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(4) Tlie declaration of trust designated alter-

nate ''Supervisors," each of whom while in office

was to have the equivalent of plenary power of

management over the trust and Petitioner, includ-

ing the power and right to appoint a majority of

the Board of Directors of Petitioner and the power

and right to vote all the shares of Petitioner, all

of which were to be issued in the name of the trustee

bank, except shares needed to qualify the directors.

(5) In 1942 Horace O. Smith, Jr., then 28 years

of age, succeeded to the office of Supervisor of the

trust, being one of the designated alternates, and

by virtue of that office thereafter and until 1948

dominated and controlled the Board of Directors of

Petitioner and in consequence held domination and

control of Petitioner.

(6) As a result of the domination and control

of Petitioner by Horace O. Smith, Jr., his lack of

experience and judgment and his unflinching re-

fusal to heed the pleas of a majority of the bene-

ficiaries of the trust, the business and reputation

of Petitioner were adversely affected to an ex-

tremely serious and near catastrophic extent.

(7) From 1944 to 1948 the other beneficiaries of

the trust employed every available means, includ-

ing removal litigation, to neutralize the control of

Petitioner by Horace O. Smith, Jr., for the benefit

of Petitioner.

Settlement

(8) The lawsuit to remove Horace O. Smith, Jr.,

and the dispute between the beneficiaries concern-
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ing the policies and management of Petitioner were

settled by an agreement dated January 15, 1948,

under which Horace O. Smith, Jr., resigned as Su-

pervisor of the trust and as an officer and director

of Petitioner and agreed to secure the resignations

of the officers and directors of Petitioner whom he

had caused to be elected and dominated.

(9) Without deviation, Horace O. Smith, Jr.,

insisted that the settlement agreement be with the

other beneficiaries of the trust and not with Peti-

tioner and that it include the purchase of his one-

sixth beneficial interest for a price of $45,000.00, of

which $25,000.00 was to be paid to him immediately

and $20,000.00 on termination of the trust in 1950.

(10) The sole motivation of the other benefi-

ciaries in entering into the agreement in 1948 with

Horace O. Smith, Jr., was their desire to relieve

Petitioner of the onerous and extremely detrimental

effect of his domination and control of Petitioner.

(11) Pursuant to the agreement, but for the use

and benefit of Petitioner, the other beneficiaries paid

$25,000.00 to Horace O. Smith, Jr., in 1948 and his

resignation and the resignations of his nominees

were effectuated.

Assignment Agreement

(12) On December 29, 1950, under an authoriz-

ing resolution of its Board of Directors adopted on

December 15, 1950, Petitioner entered into an as-

signment agreement with the other beneficiaries of
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the trust under which their rights under the 1948

agreement were assigned to Petitioner and Peti-

tioner assumed the obligation to pay $20,000.00 to

Horace O. Smith, Jr., and agreed to reimburse with

interest the $25,000.00 which had been paid to Hor-

ace O. Smith, Jr., in 1948 on behalf and for the use

and benefit of Petitioner.

Deductions Claimed

(13) In its retui-n for 1950 Petitioner deducted

as a business expense the $45,000.00 which it agreed

to pay pursuant to the assignment agreement.

(14) In its return for 1950 petitioner also de-

ducted as interest expense $3,697.92 representing

interest on the $25,000.00 expended on its behalf

and for its protection in 1948 and for which Peti-

tioner in 1950 agreed to make reimbursement.

Wherefore, Petitioner requests that the Honor-

able Tax Court hear this proceeding and determine

:

(1) That the expense of $45,000.00 claimed by

Petitioner in 1950 as an ordinary and necessary

business expense incurred for the protection of Pe-

tioner's business was an allowable deduction;

(2) That the interest expense of $3,697.92

claimed by Petitioner in 1950 was an allowable de-

duction; and

(3) That there is no deficiency due from Peti-

tioner for the year 1950.
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Respectfully submitted,

/s/ HUGH W. DARLING,
Counsel for Petitioner.

Duly verified.

Received and filed August 20, 1956, T.C.U.S.

Served August 22, 1956.

[Title of Tax Court and Cause.]

Docket No. 63853

ANSWER

The Commissioner of Internal Revenue, by his

attorney, John Potts Barnes, Chief Counsel, Inter-

nal Revenue Service, for answer to the petition of

the above-named taxpayer, admits and denies as

follows

:

I, II and III.

Admits the allegations contained in paragraphs

I, II and III of the petition.

IV.

Denies the allegations of error contained in para-

graph IV of the petition.

V.

(1) through (5). With regard to the facts upon

which petitioner relies in seeking a redetermination

of the alleged deficiency, admits the allegations con-

tained in subparagraphs (1) through (5) of para-

graph V of the petition.
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(6) and (7) Denies the allegations contained in

subparagraphs (6) and (7) of paragraph V of the

petition.

(8) Admits the allegations contained in subpara-

graph (8) of paragraph Y of the petition.

(9) through (12) Denies the allegations con-

tained in subparagraphs (9) through (12) of para-

graph V of the petition.

(13) Admits the allegations contained in sub-

paragraph (13) of paragraph V of the petition.

(14) Denies the allegations contained in sub-

paragraph (14) of paragraph V of the petition.

VI.

Denies generally and specifically each and every

allegation contained in the petition not hereinbefore

expressly admitted, qualified or denied.

Wherefore, it is prayed that the Commissioner's

determination be approved and the petitioner's ap-

peal denied.

/s/ JOHN POTTS BARNES,
R.E.M.

Chief Counsel, Internal

Revenue Service.

Of Counsel:

T. M. MATHER,
Acting Regional Counsel

;

E. C. CROUTER,
Assistant Regional Counsel;
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R. E. MAIDEN, JR.,

Special Assistant to the Regional Counsel;

JOSEPH a. WHITE, JR.,

Attorney, Internal Revenue Service,

1135 Subway Terminal Bldg.,

417 So. Hill Street,

Los Angeles 13, California.

Filed October 2, 1956, T.C.U.S.

Entered October 4, 1956.

Served October 4, 1956.

[Title of Tax Court and Cause.]

Docket No. 63855

PETITION

Petitioners Gerald I. Farman and Hazel I. Far-

man respectfully petition the Tax Court of the

United States for a redetermination of the de-

ficiency set forth by the Commissioner of Internal

Revenue in his notice of deficiency dated May 23,

1956, and in support of their petition allege

:

I.

Petitioners are husband and wife and reside at

205 West Orange Grove Avenue, Sierra Madre,

California. Their joint income tax return for the

year 1951, with which this proceeding is concerned,

was filed with the Collector of Internal Revenue for
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the Sixth District of California, Los Angeles, Cali-

fornia.

II.

The notice of deficiency dated May 23, 1956 (copy

of which is attached and marked Exhibit "A"),

was mailed to Petitioners on or after the date of the

notice.

III.

The Commissioner has determined a deficiency in

income tax for the year 1951 in the amount of $11,-

589.98, all of which is in controversy.

IV.

The determination of tax liability set forth in the

notice of deficiency is based on these errors:

(1) The Commissioner erred in determining that

Petitioners received dividends in the amount of $27,-

000.00 from Schalk Chemical Company in the year

1951.

(2) The Commissioner erred in determining

that Petitioners omitted from their gross income

for the year 1951 an amount in excess of 25% of

the gross income reported by them.

V.

The facts upon which Petitioners rely in seeking

a redetermination of the alleged deficiency are:

Preliminary Facts

(1) Petitioners filed a timely joint Federal in-

come tax return for the year 1951, reporting a net

income before exemptions of $14,341.63.
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(2) Schalk Chemical Company is a corporation

organized in 1903 and existing under the laws of

the State of California, having its principal place

of business at 351 East Second Street, Los Angeles,

California, and has issued and outstanding 100,000

shares of its capital stock, 16,666 of which since

1951 have been held as treasury shares.

(3) Petitioner Hazel I. Farman in 1951 owned

and now owns 50,000 shares of the capital stock of

Schalk Chemical Company.

The Trust

(4) From 1930 to 1950 the outstanding shares

of Schalk Chemical Company were the principal

asset of an express trust created on December 29,

1930. At all times material to this case prior to the

termination of the trust Petitioner Hazel I. Far-

man had a one-half beneficial interest and her son,

Horace O. Smith, Jr., a one-sixth beneficial interest

in the trust.

(5) The declaration of trust designated alter-

nate ^'Supervisors," each of whom while in office

was to have the equivalent of plenary power of

management over the trust and Schalk Chemical

Company, including the power and right to appoint

a majority of the Board of Directors of Schalk

Chemical Company and the power and right to vote

all the shares of Schalk Chemical Company, all of

which were to be issued in the name of the trustee

bank, except shares needed to qualify the directors.
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(6) In 1942 Horace O. Smith, Jr., then 28 years

of age, succeeded to the office of Supervisor of the

trust, being one of the designated alternates, and

by virtue of that office thereafter and until 1948

dominated and controlled the Board of Directors

of Schalk Chemical Company and in consequence

held domination and control of Schalk Chemical

Company.

(7) As a result of the domination and control

of Schalk Chemical Company by Horace O. Smith,

Jr., his lack of experience and judgment and his

unflinching refusal to heed the pleas of a ma-

jority of the beneficiaries of the trust, the business

and reputation of Schalk Chemical Company were

adversely affected to an extremely serious and near

catastrophic extent.

(8) From 1944 to 1948 the other beneficiaries

of the trust employed every available means, in-

cluding removal litigation, to neutralize the control

of Schalk Chemical Company by Horace O.

Smith, Jr.

Settlement

(9) The lawsuit to remove Horace 0. Smith,

Jr., and the dispute between the beneficiaries con-

cerning the policies and management of Schalk

Chemical Company were settled by an agreement

dated January 15, 1948, under which Horace O.

Smith, Jr., resigned as Supervisor of the trust and

as an officer and director of Schalk Chemical Com-

pany and agreed to secure the resignations of the
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officers and directors of Schalk Chemical Company
whom he had caused to be elected and dominated.

(10) Without deviation, Horace O. Smith, Jr.,

insisted that the settlement agreement be with the

other beneficiaries of the trust and not with the

corporation and that it include the purchase of his

one-sixth beneficial interest for a price of $45,000.00,

of which $25,000.00 was to be paid to him immedi-

ately and $20,000.00 on termination of the trust in

1950.

(11) The sole motivation of the other benefi-

ciaries in entering into the agreement in 1948 with

Horace 0. Smith, Jr., was their desire to relieve

Schalk Chemical Company of the onerous and ex-

tremely detrimental effect of his domination and

control of the company.

(12) Pursuant to the agreement, but for the

use and benefit of Schalk Chemical Company, the

other beneficiaries paid $25,000.00 to Horace O.

Smith, Jr., in 1948 and his resignation and the

resignations of his nominees were effectuated.

Assignment Agreement

(13) On December 29, 1950, under an authoriz-

ing resolution of its Board of Directors adopted on

December 15, 1950, Schalk Chemical Company en-

tered into an assignment agreement with the other

beneficiaries of the trust under which their rights

Tinder the 1948 agreement were assigned to the com-
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pany and the company assumed the obligation to

pay $20,000.00 to Horace O. Smith, Jr., and agreed

to reimburse with interest the $25,000.00 which had

been paid to Horace O. Smith, Jr., in 1948 on be-

half and for the benefit of the company.

(14) On termination of the trust Schalk Chemi-

cal Company received the distributive share of

Horace O. Smith, Jr.

Dividend Issue

(15) In 1951, in pursuance of the assignment

agreement, Schalk Chemical Company paid $20,-

000.00 to Horace 0. Smith, Jr., and paid $25,000.00

to the other parties to the assignment agreement,

of which Petitioner Hazel I. Farman received $15,-

000.00.

(16) No part of the $20,000.00 paid by Schalk

Chemical Company to Horace O. Smith, Jr., or the

$15,000.00 paid by Schalk Chemical Company to

Petitioner Hazel I. Farman in 1951 was a dividend

or a distribution essentially equivalent to a dividend

to Petitioners.

Wherefore, Petitioners request that the Honor-

able Tax Court hear this proceeding and determine

:

(1) That Petitioners received no dividend from

Schalk Chemical Company in 1951; and

(2) That there is no deficiency due from Peti-

tioners for the taxable year 1951.
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Respectfully submitted,

/s/ HUGH W. DARLING,
Counsel for Petitioners.

Duly verified.

Received and filed August 20, 1956, T.C.U.S.

Served August 22, 1956.

[Title of Tax Court and Cause.]

Docket No. 63855

ANSWER

The Commissioner of Internal Revenue, by his

attorney, John Potts Barnes, Chief Counsel, Inter-

nal Revenue Service, for answer to the petition of

the above-named taxpayers, admits, denies, and al-

leges as follows

:

I, II and III.

Admits the allegations contained in paragraphs

I, II and III of the petition.

IV.

Denies the allegations of error contained in para-

graph IV of the petition.

V.

With regard to the facts upon which petitioners

rely in seeking a redetermination of the alleged

deficiency,



20 Schalk Chemical Co., etc., et al., vs.

(1) through (6) Admits the allegations con-

tained in subparagraphs (1) through (6) of para-

graph V of the petition.

(7) and (8) Denies the allegations contained in

subparagraphs (7) and (8) of paragraph V of the

petition.

(9) Admits the allegations contained in subpara-

graph (9) of paragraph V of the petition.

(10) through (13) Denies the allegations con-

tained in subparagraphs (10) through (13) of para-

graph V of the petition.

(14) Admits the allegations contained in sub-

paragraph (14) of paragraph V of the petition.

(15) and (16) Denies the allegations contained

in subparagraphs (15) and (16) of paragraph V
of the petition.

VI.

Denies generally and specifically each and every

allegation contained in the petition not hereinbefore

expressly admitted, qualified or denied.

Further answering the petition, the respondent

alleges as follows:

VII.

That the petitioners filed their individual income

tax return (joint) for the year 1951 on March 12,

1952 ; that in said return petitioners reported gross

income in the amount of $17,364.38.

VIII.

That the petitioners had a gross income for the
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said taxable year in the amount of $44,364.38; that

there was omitted from the gross income so reported

by petitioners in said year an amount properly in-

cludible therein of $27,000; that the last stated

amount represented income derived by petitioners

during said taxable year ; that said amount is in ex-

cess of 25 per centum of the gross income stated in

the return.

IX.

That within five years after the filing by petition-

ers of their return for the taxable year 1951, and

on May 23, 1956, the Commissioner sent to the peti-

tioners, by registered mail, the notice of deficiency

from which petitioners' appeal is taken; that said

notice of deficiency is the basis of the present pro-

ceeding.

X.

The premises considered, the involved notice of

deficiency in respect of petitioners' taxable year

1951 was timely sent by the Commissioner to the

petitioners.

Wherefore, it is prayed that the Commissioner's

determination be approved and the petitioners' ap-

peal denied.

/s/ JOHN POTTS BARNES, R.E.M.

Chief Counsel, Internal

Revenue Service.

Filed October 2, 1956, T.C.U.S.

Entered October 4, 1956.

Served October 4, 1956.
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[Title of Tax Court and Cause.]

Docket No. 63862

PETITION

Petitioners John Carver Baker and Patricia

Baker respectfully petition the Tax Court of the

United States for a redetermination of the deti-

ciency set forth by the Commissioner of Internal

Revenue in his notice of deficiency dated May 23,

1956, and in support of their petition allege:

I.

In 1951 Petitioners were husband and wife. They

now are divorced. Petitioner John Carver Baker

resides at 2219 Ocean Avenue, Santa Monica, Cali-

fornia. Petitioner Patricia Baker resides at 94

Esperanza, Sierra Madre, California. Their joint

income tax return for the year 1951, with Avhich

this proceeding is concerned, was filed with the Col-

lector of Internal Revenue for the Sixth District

of California, Los Angeles, California.

II.

The notice of deficiency dated May 23, 1956 (copy

of which is attached and marked Exhibit "A"),

was mailed to Petitioners on or after the date of the

notice.

III.

The Commissioner has determined a deficiency in

income tax for the year 1951 in the amount of

$2,465.86, all of which is in controversy.
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IV.

The determination of tax liability set forth in the

notice of deficiency is based on these errors

:

(1) The Commissioner erred in determining that

Petitioners received dividends in the amount of

$9,000.00 from Schalk Chemical Company in the

year 1951.

(2) The Commissioner erred in determining that

Petitioners omitted from their gross income for the

year 1951 an amount in excess of 25% of the gross

income reported by them and in failing to find that

assessment of additional income tax for the year

1951 is barred by Section 275 (a) of the Internal

Revenue Code of 1939.

V.

The facts upon which Petitioners rely in seeking

a redetermination of the alleged deficiency are

:

Preliminary Facts

(1) Petitioners filed a timely joint Federal in-

come tax return for the year 1951, reporting an

adjusted gross income of $5,620.55.

(2) Schalk Chemical Company is a corporation

organized in 1903 and existing under the laws of

the State of California, having its principal place

of business at 351 East Second Street, Los Angeles,

California, and has issued and outstanding 100,000

shares of its capital stock, 16,666 of which since

1951 have been held as treasury shares.

(3) Petitioner Patricia Baker in 1951 owned
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and now owns 16,667 shares of the capital stock of

Schalk Chemical Company.

The Trust

(4) From 1930 to 1950 the outstanding shares

of Schalk Chemical Company were the principal

asset of an express trust created on December 29,

1930. At all times material to this case prior to the

termination of the trust Petitioner Patricia Baker

had a one-sixth beneficial interest and her brother,

Horace O. Smith, Jr., a one-sixth beneficial interest

in the trust.

(5) The declaration of trust designated alternate

"Supervisors," each of whom while in office was to

have the equivalent of plenary power of management

over the trust and Schalk Chemical Company,

including the power and right to appoint a majority

of the Board of Directors of Schalk Chemical Com-

pany and the power and right to vote all the shares

of Schalk Chemical Company, all of which were

to be issued in the name of the trustee bank, except

shares needed to qualify the directors.

(6) In 1942 Horace O. Smith, Jr., then 28 years

of age, succeeded to the office of Supervisor of the

trust, being one of the designated alternates, and

by virtue of that office thereafter and until 1948

dominated and controlled the Board of Directors of

Schalk Chemical Company and in consequence held

domination and control of Schalk Chemical Com-

pany.
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(7) As a result of the domination and control

of Schalk Chemical Company by Horace O. Smith,

Jr., his lack of experience and judgment and his

unflinching refusal to heed the pleas of a majority

of the beneficiaries of the trust, the business and

reputation of Schalk Chemical Company were ad-

versely affected to an extremely serious and near

catastrophic extent.

(8) From 1944 to 1948 the other beneficiaries of

the trust employed every available means, including

removal litigation, to neutralize the control of Schalk

Chemical Company by Horace O. Smith, Jr.

Settlement

(9) The lawsuit to remove Horace O. Smith, Jr.,

and the dispute between the beneficiaries concern-

ing the policies and management of Schalk Chemi-

cal Company were settled by an agreement dated

January 15, 1948, under which Horace O. Smith,

Jr., resigned as Supervisor of the trust and as an

officer and director of Schalk Chemical Company

and agreed to secure the resignations of the officers

and directors of Schalk Chemical Company whom
he had caused to be elected and dominated.

(10) Without deviation, Horace O. Smith, Jr.,

insisted that the settlement agreement be with the

other beneficiaries of the trust and not with the

corporation and that it include the purchase of his

one-sixth beneficial interest for a price of $45,000.00,

of which $25,000.00 was to be paid to him immedi-
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ately and $20,000.00 on termination of the trust in

1950.

(11) The sole motivation of the other benefi-

ciaries in entering into the agreement in 1948 with

Horace O. Smith, Jr., was their desire to relieve

Schalk Chemical Company of the onerous and ex-

tremely detrimental effect of his domination and

control of the company.

(12) Pursuant to the agreement, but for the use

and benefit of Schalk Chemical Company, the other

beneficiaries paid $25,000.00 to Horace O. Smith,

Jr., in 1948 and his resignation and the resignations

of his nominees were effectuated.

Assignment Agreement

(13) On December 29, 1950, under an authoriz-

ing resolution of its Board of Directors adopted on

December 15, 1950, Schalk Chemical Company en-

tered into an assignment agTeement with the other

beneficiaries of the trust under which their rights

under the 1948 agreement were assigned to the com-

pany and the company assumed the obligation to

pay $20,000.00 to Horace O. Smith, Jr., and agreed

to reimburse with interest the $25,000.00 which had

been paid to Horace O. Smith, Jr., in 1948 on behalf

and for the benefit of the company.

(14) On termination of the trust Schalk Chemi-

cal Company received the distributive share of Hor-

ace O. Smith, Jr.
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Dividend Issue

(15) In 1951, in pursuance of the assignment

agreement, Schalk Chemical Company paid $20,-

000.00 to Horace O. Smith, Jr., and paid $25,000.00

to the other parties to the assignment agreement, of

which Petitioner Patricia Baker received $5,000.00.

(16) No part of the $20,000.00 paid by Schalk

Chemical Company to Horace O. Smith, Jr., or the

$5,000.00 paid by Schalk Chemical Company to Peti-

tioner Patricia Baker in 1951 was a dividend or a

distribution essentially equivalent to a dividend to

Petitioners. ^

Wherefore, Petitioners request that the Honor-

able Tax Court hear this proceeding and deter-

mine:

(1) That Petitioners received no dividend from

Schalk Chemical Company in 1951

;

(2) That assessment of additional income tax

for the year 1951 is barred by Section 275 (a) of

the Internal Revenue Code of 1939; and

(3) That there is no deficiency due from Peti-

tioners for the taxable year 1951.

Respectfully submitted,

/s/ HUan W. DARLING,
Counsel for Petitioners.

Duly verified.

Received and filed August 20, 1956, T.C.U.S.

Served August 22, 1956.
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[Title of Tax Court and Cause.]

Docket No. 63862

ANSWER

The Commissioner of Internal Revenue, by his

attorney, John Potts Barnes, Chief Counsel, In-

ternal Revenue Service, for answer to the petition

of the above-named taxpayers, admits, denies, and

alleges as follows:

I, II and III.

Admits the allegations contained in paragraphs

I, II and III of the petition.

IV.

Denies the allegations of error contained in para-

graph IV of the petition.

V.

(1) through (6) With regard to the facts upon

which petitioners rely in seeking a redetermination

of the alleged deficiency, admits the allegations con-

tained in subparagraphs (1) through (6) of para-

gTaph V of the petition.

(7) and (8) Denies the allegations contained in

subparagraphs (7) and (8) of paragraph V of the

petition.

(9) Admits the allegations contained in subpara-

graph (9) of paragraph V of the petition.
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(10) through (13) Denies the allegations con-

tained in subparagraphs (10) through (13) of para-

graph V of the petition.

(14) Admits the allegation contained in subpara-

graph (14) of paragraph V of the petition.

(15) and (16) Denies the allegations contained

in subparagraphs (15) and (16) of paragraph Y of

the petition.

VI.

Denies generally and specifically each and every

allegation contained in the petition not hereinbefore

expressly admitted, qualified or denied.

Further answering the petition, the respondent

alleges as follows:

VII.

That the petitioners filed their individual income

tax return (joint) for the year 1951 on March 15,

1952 ; that in said return petitioners reported gross

income in the amount of $6,740.55.

VIII.

That the petitioners had a gross income for the

said taxable year in the amount of $15,740.55; that

there was omitted from the gross income so reported

by petitioners in said year an amount properly in-

cludible therein of $9,000; that the last stated

amount represented income derived by petitioners

during said taxable year; that said amount is in

excess of 25 per centum of the gross income stated

in the return.
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IX.

That within five years after the filing by petition-

ers of their return for the taxable year 1951, and

on May 23, 1956, the Commissioner sent to the peti-

tioners, by registered mail, the notice of deficiency

from which petitioners' appeal is taken; that said

notice of deficiency is the basis of the present pro-

ceeding.

X.

The premises considered, the involved notice of

deficiency in respect of petitioners' taxable year

1951 was timely sent by the Commissioner to the

petitioners.

Wherefore, it is prayed that the Commissioner's

determination be approved and the petitioners' ap-

peal denied.

/s/ JOHN POTTS BARNES, R.E.M.

Chief Counsel, Internal

Revenue Service.

Filed October 2, 1956, T.C.U.S.

Entered October 4, 1956.

Served October 4, 1956.

[Title of Tax Court and Cause.]

Dockets Nos. 63853, 63855 and 63862

STIPULATION OF FACTS

It Is stipulated and agreed by and between the

parties hereto, through their respective counsel of
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record, that for the purposes of the above cases the

facts stated herein shall be taken as true and the

exhibits attached hereto shall be admissible in evi-

dence without further foundation, subject to the

right of either party to object to the admission of

such evidence on the groimds of materiality and

relevancy
;
provided, however, that either party may

introduce other and further evidence not incon-

sistent with the evidence herein stipulated:

1. Petitioner Schalk Chemical Company (referred

to herein as "Schalk") is a corporation organized

and existing under the laws of the State of Cali-

fornia. Schalk was incorporated on October 9, 1903.

2. Petitioner Hazel I. Farman was the wife of

Horace O. Smith until his death on December 9,

1928. They were the parents of petitioner Patricia

Farman Baker (born September 14, 1925), Evelyn

Smith Marlow (born February 1, 1913), and Hor-

ace O. Smith, Jr. (born December 13, 19i3). Hazel

I. Farman became the wife of petitioner Gerald I.

Farman on August 14, 1931. Petitioner John Car-

ver Baker is the former husband of Patricia Far-

man Baker.

3. At all times material to these cases, the ac-

counts and income of Schalk have been maintained

and reported on a calendar-year, accrual basis, and

the accounts and income of the individual petition-

ers have been maintained and reported on a cal-

endar-year, cash basis.
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4. At all times material to these cases prior to

1951 Schalk had issued and outstanding 100,000

shares of its capital stock. In 1951 Schalk acquired

the 16,666 shares now held in its treasury.

5. The present shareholders of Schalk and the

number of shares of the capital stock of Schalk

owned by each are:

Hazel I. Farman 50,000 shares

Patricia Farman Baker 16,667 shares

Evelyn Smith Marlow 16,667 shares

6. From December 29, 1930, to December 29,

1950, the 100,000 issued and outstanding shares of

Schalk were the principal asset of an express trust

(referred to herein as the "trust") created on De-

cember 29, 1930. A true coj^y of the Declaration of

Trust by which the trust was created is attached

hereto as Exhibit "1."

7. Horace O. Smith, the father of Patricia Far-

man Baker, Evelyn Smith Marlow and Horace O.

Smith, Jr., died testate on December 9, 1928. The

trust referred to in paragraph 6 was created in

pursuance of a Stipulation and Agreement dated

September 26, 1929, entered into in settlement of

a will contest filed by Hazel I. Farman and in pur-

suance of the Final Decree of Distribution in the

Matter of the Estate of Horace O. Smith, Deceased,

Los Angeles Superior Court No. 100125, in which

the Stipulation and Agreement was incorporated.

Ratification of the Stipulation and Agreement by
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the guardian of the minor children was authorized

by Order dated November 29, 1929, in the Matter

of the Guardianship of the children, Los Angeles

Superior Court No. 103528.

8. The term of the trust expired on December

29, 1950, in accordance with the provisions of the

Declaration of Trust and the corpus of the trust

was distributed to the beneficiaries in 1951.

9. Three "Supervisors" were named in the Dec-

laration of Trust to serve severally in the order

named. The first, Frank A. Maginnis, refused to

serve. The second, Curtis C. Colyear, served as

Supervisor of the trust from 1930 until his decease

in 1943. The third, Horace O. Smith, Jr., held that

office from 1943 until his resignation in 1948. He
was succeeded by Stanley W. Guthrie, who in 1948

was appointed Supervisor of the trust by Court

order in the Matter of the Estate of Horace O.

Smith, Deceased, Los Angeles Superior Court No.

100125. Stanley W. Guthrie acted as Supervisor for

the balance of the term of the trust.

10. Pursuant to the designation of Curtis C.

Colyear, then Supervisor of the trust and President

of Schalk, Horace O. Smith, Jr., was elected direc-

tor of Schalk in 1939. In 1942 Horace O. Smith,

Jr., was elected President of Schalk. Horace O.

Smith, Jr., remained director and President of

Schalk until his resignation of those offices on Janu-

ary 15, 1948.

11. On September 26, 1945, G. I. Farman was
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elected a director of Schalk at the instance of

Evelyn Smith Marlow and Patricia Farman Baker

pursuant to the power to designate a director re-

served to them under the Declaration of Trust.

Thereafter and until the first election of directors

following the termination of the trust on December

29, 1950, G. I. Farman served as a director of Schalk

as designee of Evelyn Smith Marlow and Patricia

Farman Baker.

12. On April 11, 1947, Evelyn Smith Marlow

and Patricia Farman Baker filed an action in the

Superior Court of the State of California in and

for the County of Los Angeles, No. 528,107. True

copies of the pleadings (exhibits thereto omitted),

memoranda, stipulations, minute orders, dismissal

as to certain parties, stipulated judgment and notice

of entry of judgTnent filed and entered in said ac-

tion are collectively attached hereto as Exhibit "2."

Original stipulations executed but not filed with the

Court in said action are collectively attached hereto

as Exhibit "3."

13. On January 15, 1948, concurrently with and

in pursuance of an agreement executed and entered

into on that date:

(a) Horace O. Smith, Jr., resigned as Super-

visor of the trust and as director and President of

Schalk.

(b) Henry O. Wackerbarth resigned as director

and Secretary of and as Attorney for Schalk.
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(c) Henry J. Rausch resigned as director and

Auditor of Schalk.

(d) Hazel I. Farman, Evelyn Smith Marlow and

Patricia Farman Baker executed and delivered re-

leases in favor of the persons named in (a), (b)

and (c), and in favor of Howard Lieben and Elmer

J. Jensen, former directors of Schalk. True copies

of the releases are collectively attached hereto as

Exhibit '^4."

(e) Horace O. Smith, Jr., was paid and re-

ceived the sum of $25,000.00.

14. On December 15, 1950, the Board of Direc-

tors of Schalk held a meeting, a true copy of the

minutes of which is attached hereto marked Ex-

hibit ''5."

15. In 1951 Schalk paid the sum of $20,000.00 to

Horace O. Smith, Jr., the sum of $17,364.38 to

Hazel I. Farman, and the sum of $5,788.13 each to

Patricia Farman Baker and Eveljm Smith Marlow.

Of such sums, the amount of $2,364.38 paid to Hazel

I. Farman and the amounts of $788.13 paid to Pa-

tricia Farman Baker and Evelyn Smith Marlow,

respectively, are claimed by Schalk to be interest

at the rate of 5% per annum from January 15,

1948.

17. As of December 31, 1947, the book value of

the issued and outstanding stock of Schalk was $1.33

per share.
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18. Post-1913 accumulated earnings and profits

of Schalk as of December 31 1949, amounted to

$68,956.10.

19. For the calendar year 1950, Schalk filed a

Federal Income Tax Return in which it deducted,

among other deductions, the sum of $45,000.00 as

a business expense and the sum of $3,697.92 as ac-

crued interest. The tax return shows a net loss of

$692.79. The Commissioner has disallowed both of

these deductions (the interest being disallowed spe-

cifically under Section 23(b) of the Internal Rev-

enue Code of 1939), and the alleged deficiency in

tax resulting from such adjustments is $15,087,22.

If the Commissioner's disallowances be sustained

in full, then Schalk would have a net taxable in-

come of $47,603.13 for the year 1950 instead of a loss.

No formal dividends were declared or paid by

Schalk in 1950. Schalk 's Federal Income Tax Re-

turn for the year 1950 is attached hereto as Ex-

hibit ''A."

20. For the calendar year 1951 petitioners Ger-

ald I. Farman and Hazel I. Farman filed a joint

Federal Income Tax Return in which the Commis-

sioner contends they should have included the sum
of $27,000 (3/5ths of $45,000) as dividend income

from Schalk. The alleged deficiency in tax result-

ing from the adjustment is $11,589.98. Mr. and Mrs.

Farman 's Federal Income Tax Return for the cal-

endar year 1951 is attached hereto as Exhibit ''B."

21. For the calendar year 1951 petitioners John

Carver Baker and Patricia Farman Baker filed a
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joint Federal Income Tax Return in which they

reported adjusted gross income of $5,620.55. The

Commissioner has treated the sum of $9,000 (l/5th

of $45,000) as properly includible but omitted divi-

dend income from Schalk and has disallowed $520.00

of claimed automobile expense. In addition, these

petitioners omitted interest in the sum of $788.13

paid to them by Schalk in 1951. The alleged de-

ficiency in tax resulting from these adjustments is

$2,465.86. Mr. and Mrs. Baker's Federal Income

Tax Return for the calendar year 1951 is attached

hereto as Exhibit "C."

22. No consents extending the statutory period

of assessment for any of the years in question were

executed by any of the taxpayers involved herein,

except Schalk. A consent extending until June 30,

1955, the period of assessment of income taxes for

the taxable year ended December 31, 1950, was exe-

cuted by Schalk on November 23, 1953, and by the

Commissioner on December 1, 1953. A consent ex-

tending until June 30, 1956, the period of assess-

ment of income taxes for the taxable year ended

December 31, 1950, was executed by Schalk on June

13, 1955, and by the Commissioner on June 24,

1955.

23. The notices of deficiency which are the sub-

ject of these cases were issued on May 23, 1956. The

petitions herein were filed on August 20, 1956.

HUGH W. DARLING, and

DONALD KEITH HALL,
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By /s/ DONALD KEITH HALL,
Counsel for Petitioners.

/s/ ARCH M. CANTRALL, R.E.M.

Chief Counsel, Internal

Revenue Service.

Filed at trial July 16, 1958.

[Title of Tax Court and Cause.]

Dockets Nos. 63853, 63855 and 63862

STIPULATION OF FACTS—

B

It is stipulated and agreed by and between the

parties hereto, through their respective counsel of

record, that for the purposes of the above cases the

facts stated herein shall be taken as true

:

1. Horace O. Smith, Deceased, at his death on

December 9, 1928, owned 49,934 shares of the capital

stock of Schalk Chemical Company. On that date.

Sierra Chemical Company, a California corporation,

owned 50,000 shares of the capital stock of Schalk

Chemical Company. The total capital stock of

Schalk Chemical Company on December 9, 1928,

consisted of 100,000 shares.

2. Horace O. Smith, Deceased, at his death on

December 9, 1928, also owned 55,000 shares of the

capital stock of Sierra Chemical Company. On that

date, the remaining 45,000 shares outstanding of

the capital stock of Sierra Chemical Company were
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owned by Graselli Chemical Company, an Ohio cor-

poration.

3. After the death of Horace O. Smith, the Ex-

ecutor of his Estate acquired the 45,000 shares of

the 'capital stock of Sierra Chemical Company
which were owned by Graselli Chemical Company

and thereafter caused Sierra Chemical Company to

be dissolved.

July 28, 1958.

HUGH W. DARLING, and

DONALD KEITH HALL,

By /s/ DONALD KEITH HALL,
Counsel for Petitioners.

/s/ ARCH M. CANTRALL, R.E.M.

Chief Counsel, Internal

Revenue Service.

Filed at trial July 22, 1958.

[Title of Tax Court and Cause.]

Dockets Nos. 63853, 63855, 63862

FINDINGS OF FACT AND OPINION

1. Corporation, on an accrual basis, held not

entitled to deduct as an ordinary and necessary

business expense a liability it voluntarily assumed

in 1950 to reimburse three beneficiaries of a spend-

thrift trust, which held all of its stock, for a down

payment of $25,000 made by them in 1948, pur-
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suant to the terms of an agreement with S, the

fourth beneficiary, wherein S agreed to sell, and

they agreed to buy, for $45,000, his one-sixth

minority interest in the stock of the corporation at

the termination of the trust.

2. Corporation held not to be entitled to deduct

as an ordinary and necessary expense, or as interest,

the amomit of the liability it assumed in 1950 to

reimburse the three beneficiaries for the interest

they had paid on money borrowed to make the $25,-

000 down payment.

3. Three beneficiaries held to have received a

dividend from corporation to the extent that they

participated in the distribution made by it in 1951,

to reimburse them for the $25,000 down payment.

4. Three beneficiaries held to have received a

distribution essentially equivalent to the distribution

of a dividend in 1951, when the corporation satisfied

their contractual obligation to pay the $20,000

balance of the purchase price of S's one-sixth

minority stock interest at the termination of the

trust.

5. Assessment of deficiencies determined against

individual petitioners held not barred by statute of

limitations.

Donald K. Hall, Esq., for the petitioners.

Marion Malone, Esq., and J. Earl Gardner, Esq., for

the respondent.

\
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Respondent determined the following deficiencies

in income tax

:

Docket

Year Number Petitioner Deficiency

1950 63853 Schalk Chemical Company $15,087.22

1951 63855 Gerald I. Farman and

Hazel I. Farman 11,589.98

1951 63862 John Carver Baker and

Patricia Baker 2,465.86

The issues are:

1. Was the amount of $45,000 paid by Schalk

Chemical Company to Hazel I. Farman, Patricia

Baker, Evelyn Marlow and Horace O. Smith, Jr.,

or any part thereof, deductible by it as a business

expense in 1950 ?

2. Was the amount of $3,697.92, paid by Schalk

Chemical Company to Hazel I. Farman, Patricia

Baker and Evelyn Marlow, deductible by it as in-

terest, or as a business expense, in 1950?

3. Was the amount of $25,000 paid by the Schalk

Chemical Company to Hazel I. Farman, Patricia

Baker and Evelyn Marlow during the year 1951, a

dividend '^

4. Did any part of the $20,000 paid by Schalk

Chemical Company in 1951 to Horace O. Smith, Jr.,

constitute a dividend, or a distribution essentially

equivalent to a dividend, to Hazel I. Farman and

Patricia Baker, or either of them?

5. Did petitioners John Carver Baker and

Patricia Baker and petitioners Gerald I. Farman
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and Hazel I. Farman omit from their gross income

for the year 1951, an amount properly includible

therein which is in excess of 25 per centum of gross

income stated in their returns?

Findings of Fact
i

Some of the facts have been stipulated and, as

stipulated, they are incorporated herein by refer-

ence.

Schalk Chemical Company (hereinafter referred

to as "Schalk") was organized in 1903 under the

laws of the State of California. It manufactures

and distributes nationally a line of associated paint

products and home repair products. Its books were

kept and its returns filed on an accrual basis.

Schalk filed its Federal income tax return for

the year 1950 with the then collector of internal

revenue, Los Angeles, California. In that return it

deducted, among other expenses, the amount of

$45,000 as a business expense and the amount of

$3,697.92 as accrued interest. Respondent disallowed

both of these deductions (the interest being disal-

lowed under Section 23(b) of the Internal Revenue

Code of 1939).

Grerald I. Farman and Hazel I. Farman, husband

and wife, filed a joint income tax return for the

year 1951, on March 12, 1952, with the then collector

of internal revenue at Los Angeles, California.

Therein they reported gross income of $17,364.38

and net income of $14,341.63. Respondent deter-
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mined that they received from Schalk during 1951,

dividends of $27,000 (3/5ths of $45,000), and the

deficiency determined against them results from the

addition of this amount to the net income reported

in their 1951 return.

John Carver Baker and Patricia Baker, then hus-

band and wife, filed a joint income tax return for the

year 1951, on March 15, 1952, with the then collector

of internal revenue, Los Angeles, California. In this

return they reported gross income of $6,740.55 and

net income of $5,058.49. In determining the de-

ficiency against them, the respondent adjusted the

net income reported in their return by disallowing

$520 of claimed automobile expense and adding

$788.13 for omitted interest income and $9,000

(l/5th of $45,000) for dividends received from

Schalk during 1951. Petitioners do not contest the

automobile expense and interest adjustments.

Respondent's notices of deficiency to petitioners

were issued on May 23, 1956. The petitioners filed

their petitions in this Court on August 20, 1956.

Consents extending until June 30, 1956, the period

of assessment of income taxes for the year 1950,

were executed by Schalk and respondent. No con-

sents extending the period of assessment for any of

the taxable years were executed by the other peti-

tioners.

In 1928 Horace O. Smith died testate, being sur-

vived by his widow, Hazel I. Smith (now Hazel I.

Farman) ; their three children, Evelyn Smith (now
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Evelyn Smith Marlow), Horace O. Smith, Jr., and

Patricia Smith (now Patricia Baker) ; and his

mother, Charlotte E. Wood. The children were

minors at the time, being 15, 14 and 3 years of age,

respectively.

A will contest was filed by decedent's widow which

was settled by a Stipulation and Agreement dated

September 26, 1929. Pursuant to the Stipulation

and Agreement and Final Decree of Distribution

in the Estate of Horace O. Smith, Deceased, Los

Angeles Superior Court No. 100125, a spendthrift

trust was created, the principal asset of which con-

sisted of all the then issued and outstanding stock

(100,000 shares) of Schalk.

The trust came into being on December 29, 1930,

for a term of twenty years, expiring on December

29, 1950.

The beneficiaries of the trust were Hazel I. Smith

(now Hazel I. Farman), Charlotte E. Wood, Evelyn

Smith (now Evelyn Smith Marlow), Horace O.

Smith, Jr., and Patricia Smith (now Patricia

Baker). Hazel I. Smith became the wife of peti-

tioner Gerald I. Farman on August 14, 1931.

After the demise of Charlotte E. Wood, prior to

1940 (the children succeeding to her 121/2 per cent

interest pro rata) and until termination of the trust

on December 29, 1950, the beneficial interests were:

Hazel I. Farman 50 per cent

Evelyn Smith Marlow 16% per cent
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Horace O. Smith, Jr 16% per cent

Patricia Baker 16% per cent

The Declaration of Trust appointed three persons

to serve successively as "supervisor," each of whom
while in office was to have the equivalent of absolute

power of management over the trust and Schalk,

including the power and right to appoint a majority

(three out of a total of five members), of the Board

of Directors of Schalk and the power and right to

vote all the shares of Schalk.

The first named supervisor refused to serve. The

second, Curtis C. Colyear, served from 1930 until

his decease in 1943. The third, Horace O. Smith,

Jr., held the office until his resignation in 1948. He
was succeeded by Stanley W. Guthrie, who was ap-

pointed by Court order and who acted as supervisor

for the remainder of the term of the trust.

As supervisor of the trust and director and Presi-

dent of Schalk from 1943 to 1948, and through of-

ficers and directors which he caused to be elected,

Horace O. Smith, Jr., dominated and controlled the

Board of Directors of Schalk and in consequence

dominated and controlled the management and

policies of Schalk.

Hazel I. Farman was a "minority director" by

virtue of the terms of the Declaration of Trust.

Gerald I. Farman was appointed a "minority di-

rector" in 1945 by Evelyn Smith Marlow and

Patricia Baker, pursuant to the power to designate
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a director reserved to them under the Declaration

of Trust.

After Smith became supervisor of the trust and

president of Schalk, the other beneficiaries of the

trust made a number of suggestions to Smith and

the officers and directors of Schalk he had caused

to be appointed which they thought were in the best

interests of Schalk. These suggestions related in

part to sales promotion, new products, advertising

costs, and automatic equipment. Because of the

failure of the corporation to adopt and follow many
of these suggestions controversies arose between

Smith and the other beneficiaries of the trust. At-

tempts to settle these controversies by setting up

an executive committee composed of Smith, Hazel

I. Farman, and Gerald I. Farman (Smith's step-

father) to manage the company and by permitting

Gerald I. Farman to fill the position of vice presi-

dent and expediter of raw materials, were unsuc-

cessful. In April, 1947, Evelyn Smith Marlow and

Patricia Baker filed suit to remove Smith, as super-

visor of the trust. This suit and the controversy

between Smith and the other beneficiaries of the

trust were settled, after extended negotiations, by

an agreement dated January 15, 1948 (hereinafter

sometimes referred to as the settlement agreement),

resulting in the elimination of Smith's interest in

and control over Schalk and the payment to Smith

of $25,000 in 1948 and $20,000 in 1951. During the

course of the negotiations leading to the settlement

agreement, the other beneficiaries of the trust pro-
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posed that the settlement be by agreement between

Smith and Schalk. Smith rejected their proposals

that Schalk be a party to the agreement or pay any

part of the money which he was demanding. He
insisted upon dealing directly with the other bene-

ficiaries.

The foregoing settlement agreement of January

15, 1948, by and between Horace O. Smith, Jr.,

First Party, and Hazel I. Farman, Evelyn Smith

Marlow and Patricia Farman Baker, Second Par-

ties, provided in part as follows:

For and in consideration of the sum of $25,000

to First Party in hand paid by Second Parties, re-

ceipt of said sum being hereby acknowledged by

First Party, First Party agrees to sell to Second

Parties jointly and severally, and Second Parties

jointly and severally agree to buy from First Party,

subject to the terms and conditions herein con-

tained, upon the termination and distribution of

that certain trust dated December 29, 1930 * * * all

of the then right, title and interest of First Party

in and to the corpus and any accumulations thereof

then belonging or distributed to First Party.

On or before thirty days after the termination

of said Trust No. 1071 (which said termination date

is hereby agreed as being the 29th day of December,

1950), and the actual distribution by the trustee

of the corpus and accumulated assets of the trust

estate to the beneficiaries then entitled to receive

the same. Second Parties jointly and severally agree
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to pay to First Party the sum of $20,000 in then

current funds of the United States of America, less

the amount of any distribution of any type or

character whatsoever, including income, made by

said trustee to First Party subsequent to the date

hereof and prior to the date of final distribution

of the trust estate.

It is understood and agreed that this agreement

shall not be intended or construed as an assignment

or transfer by First Party of any present right, title

or interest of First Party in or to said trust or to

the corpus or income thereof, and that no transfer

of any interest of First Party in or to said trust,

or in or to any corpus or income therefrom, shall be

made by First Party until said trust has terminated

and the corpus and any accumulated income thereon

shall have been distributed to First Party.

It is distinctly understood and agreed that First

Party agrees to sell and Second Parties agTee to

buy all of the assets of said Trust No. 1071 dis-

tributed to First Party upon the termination of

said trust in Avhatever form said assets distributable

to First Party may then exist, including cash,

stocks, securities and real and personal property

of every kind, nature and description whatsoever.

In the event that First Party's beneficial or dis-

tributable interest in said trust shall for any reason

be increased by reason of the terms and provisions

of said trust agreement subsequent to the date hereof

and prior to the actual distribution to First Party,

such increase shall be included as a part of the prop-
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erty to be transferred by First Party to Second

Parties hereunder.

Within five days after actual distribution by the

trustee of said trust to First Party of the property

herein agreed to be sold to Second Parties, or

notice that said beneficial interest of First Party

in said trust is ready for distribution to First

Party, First Party agrees to deposit into an escrow

to be opened with Security-First National Bank

of Los Angeles or Bank of America National Trust

and Savings Association, in the City of Los Angeles,

all of the property of every kind, nature and de-

scription received by First Party and agreed to be

sold hereunder, together with such bills of sale,

deeds, conveyances, assignments, or other instru-

ments as may be necessary to vest title thereto in

Second Parties, with instructions to deliver all

thereof to Second Parties or their assignees upon

the payment to First Party of the sum of $20,000.00,

less the amount of any distributions made to First

Party from said trust subsequent to the date hereof

as hereinbefore provided. First Party shall like-

wise deposit concurrently in said escrow an itemized

statement of any such distributions made to him by

said trust and shall notify Second Parties of the

opening of said escrow.

Second Parties agree within twenty-five days

after the receipt of such notice to deposit into such

escrow the balance of the purchase price herein

provided, and upon receipt of said sum said escrow

holder shall be instructed to close said escrow and
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distribute the remainder of said purchase price to

First Party, and the property herein provided to

be sold to Second Parties or their assigns, the costs

and expenses of said escrow to be paid by Second

Parties. Any taxes assessed against the transfer

of all property to be sold by First Party hereunder

shall be paid by First Party promptly when due.

Said escrow instructions shall provide that if

Second Parties or their assigns fail, neglect or

refuse to deposit in the aforesaid escrow, within

the time and subject to the conditions herein con-

tained, the balance remaining of the aforesaid pur-

chase price, then all property and documents

deposited by First Party in said escrow shall imme-

diately be returned to First Party on demand and

said escrow shall be terminated.

In consideration of First Party agreeing to resign

as supervisor of the trust hereinbefore described

and as officer and director of Schalk Chemical Com-

pany, a corporation, and of his securing the res-

ignation of Henry O. Wackerbarth as an officer,

director and attorney for said corporation, and of

H. T. Rausch as a director and auditor of said

corporation, the parties hereto agree to enter into

a stipulation for the entry of a judgment in the

action in the Superior Court of the State of Cali-

fornia in and for the County of Los Angeles, en-

titled Evelyn Smith Marlow and Patricia Farman
Baker, as Plaintiffs, vs. Union Bank and Trust

Co. of Los Angeles, a corporation, et al., as Defend-

ants, and numbered 528,107 in said Court, which
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said stipulation is being entered into concurrently

herewith.

In the event that Second Parties, their heirs,

successors, or assigns, shall fail, neglect or refuse

to pay the balance of the purchase price as herein

provided. First Party shall be released from any

and all obligation to sell, transfer, convey or assign

the property herein described, and Second Parties,

their heirs, successors and assigns, shall be released

of any and all obligations to purchase said property

or to pay to First Party any additional moneys

hereunder.

The entire purchase price for the property herein

agreed to be sold by First Party to Second Parties

shall be the sum of $45,000.00, less any distributions

made by First Party from said trust as herein pro-

vided, and the sum of $25,000.00 paid by Second

Parties as consideration to First Party for entering

into this agreement shall, in the event Second Par-

ties, their heirs, successors or assigns, comply fully

and promptly with the terms and conditions hereof,

be applied towards said total purchase price.

This agreement may be assigned by Second Par-

ties, their heirs, successors and assigns, at any time

during the term hereof.

First Party agrees, immediately upon request

from Second Parties so to do, to apply for and

use his best efforts to secure a policy of life insur-

ance insuring the life of First Party, in such form

and with such insurance company as Second Parties
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may request, in the principal sum of $25,000.00, with

Second Parties as joint and several beneficiaries

thereunder. Second Parties jointly and severally

agree to pay the initial and all subsequent premiums

and costs in connection with the securing of said

policy, and immediately upon the issuance thereof,

said policy shall be delivered to and become the

property of Second Parties, First Party assuming

no liability as to the payment of premiums thereon.

Any dividends on said policy shall become the prop-

erty of Second Parties and no change of bene-

fi.ciaries shall be made without the consent of Second

Parties, First Party hereby agreeing to join in and

consent to any change of beneficiaries upon request

of Second Parties so to do.

Time is to be and is of the essence of this agree-

ment.

This agreement shall inure to the benefit of the

heirs, executors and assigns of the parties hereto.

At a special meeting of the board of directors

of Schalk, held on January 15, 1948, Horace O.

Smith, Jr., presented to the board his resignation

as supervisor of the trust and as an officer and

director of Schalk and also the resignations of the

officers and directors of Schalk whom he had caused

to be elected, and resolutions were adopted accepting

these resignations.

On January 15, 1948, Hazel I. Farman, Patricia

Baker, and Evelyn Smith Marlow paid Horace O.

Smith, Jr., the amount of $25,000. Hazel I. Farman
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paid $15,000, and Patricia Baker and Evelyn Smith

Marlow each paid $5,000. Hazel I. Farman and Pa-

tricia Baker borrowed the money to make their por-

tions of the $25,000 payment. The promissory notes

given by them for the loans were due and payable on

or before January 15, 1951, and bore interest at the

rate of five per cent per annum.

As of December 31, 1947, the book value of the

issued and outstanding stock of Schalk was $1.33

per share. Schalk had done a considerable amount of

advertising over a long period of years, and it was

the concensus of its board of directors that it had

established an extensive good will for its products.

No amount for good will was shown on its books.

By resolution of the board of directors of Schalk,

adopted on December 15, 1950, Schalk was author-

ized to accept an assignment of the settlement agree-

ment as of December 29, 1950, provided Horace O.

Smith, Jr., survived that date; to assume the obli-

gations to Hazel I. Farman, Evelyn Smith Marlow

and Patricia Baker under the settlement agreement

;

to pay them the amount of $25,000 with interest at

five per cent from January 15, 1948; and to pay

to Smith the amount of $20,000 upon delivery to

Schalk of all the property received by Smith as a

distributive beneficiary of the trust.

As of December 29, 1950, Hazel I. Farman,

Evelyn Smith Marlow and Patricia Baker, as "First

Parties" and Schalk as '^ Second Party" entered

into an agreement. Therein the First Parties as-
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signed to Schalk all of their rights and interests in

the settlement agreement of January 15, 1948;

Schalk accepted the assignment and assumed and

agreed to be bound by all of the obligations of

Hazel I. Farman, Evelyn Smith Mariow and Pa-

tricia Baker therein; and Schalk agreed to pay

them the amount of $25,000, plus interest at five

per cent per annum from January 15, 1948.

In February, 1951, Schalk paid $20,000 to Union

Bank & Trust Co. of Los Angeles for the account

of Horace O. Smith, Jr., $17,364.38 to Hazel I. Far-

man, and $5,788.13 each to Patricia Baker and

Evelyn Smith Marlow. Of such sums the amount of

$2,364.38 paid to Hazel I. Farman and the amounts

of $788.13 paid to Patricia Baker and Evelyn Smith

Marlow, respectively, are claimed by Schalk to be

interest at the rate of five per cent per annum from

January 15, 1948.

On February 28, 1951, Horace O. Smith, Jr., and

Schalk executed escrow instructions to Union Bank
& Trust Co. of Los Angeles whereby Schalk de-

posited $20,000 to be paid to Horace O. Smith, Jr.,

when the Bank held for the benefit of Schalk, pur-

suant to Court order, the 16,666 shares which other-

wise would have been distributed to Horace O.

Smith, Jr.

On March 20, 1951, an order was entered in the

Estate of Horace O. Smith, Deceased, Los Angeles

Superior Court No. 100125, directing that there be

distributed to Hazel I. Farman 50,000 shares, to
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Evelyn Smith Marlow 16,667 shares, to Patricia

Baker 16,667 shares and to Schalk IQ^QQQ shares,

of the stock of Schalk.

No formal dividends were declared or paid by

Schalk in 1951.

The net profit or loss (before taxes) of Schalk

for the years 1942 through 1951 was as follows:

Net Profit or Loss

Year (Before Taxes)

1942 $18,170.84

1943 63,280.34

1944 77,526.87

1945 46,867.94

1946 95,030.80

1947 (32,158.67)

1948 26,504.07

1949 5,252.45

1950 47,603.13*

1951 8,638.91

Post-1913 accumulated earnings and profits of

Schalk as of December 31, 1950, totalled $67,861.31.

Petitioners Gerald I. Farman and Hazel I. Far-

man, and petitioners John Carver Baker and Pa-

tricia Baker omitted from their gross income for

the year 1951 an amoimt properly includible therein

in excess of 25 per centum of the amount of gross

income reported in their returns.

*Does not include the deductions of $45,000 and
$3,697.92 which are at issue.
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Opinion

Raum, Judge: Schalk accrued on its books and

deducted in its return for 1950 the liability, which

it assumed in the Assignment Agreement of De-

cember 29, 1950, to pay $45,000 to Hazel I. Farman,

Patricia Baker, Evelyn Marlow and Horace O.

Smith, Jr., and interest at 5 per cent per annum
on $25,000 from January 15, 1948. The respondent

disallowed the claimed deduction. Petitioners now

concede that $20,000 of the $45,000 is not deductible

by Schalk, but contend that the remaining $25,000

plus the interest is deductible by it as an ordinary

and necessary business expense.

In support of their contention, petitioners argue

that the settlement agreement was not a purchase

and sale agreement although cast in the form of

one; that therein, for $25,000, Smith agreed to re-

sign as supervisor of the trust and as an officer

and director of Schalk (and to obtain the resigna-

tion of the officers and directors whom he had

caused to be elected or maintained in office) ; and,

for $20,000, Smith granted to Hazel I. Farman,

Patricia Baker and Evelyn Marlow^ (hereinafter

referred to as the other beneficiaries) an option to

purchase for $20,000 the stock interest in Schalk

distributed to him upon termination of the trust.

Assuming this construction of the agreement to be

correct, they argue that the $25,000 payment made

by the other beneficiaries to Smith at the time of

the execution of the agreement was justified and

necessary for the preservation of the business of
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Schalk ; that if Schalk had paid, or by resolution of

its board of directors had authorized the payment

of, the $25,000, this amount would have been de-

ductible by Schalk; that, disregarding form, the

substance of the transaction was that it was author-

ized by the "majority owners" (the other benefi-

ciaries) on behalf of and for the benefit of Schalk,

and, therefore, by Schalk; that Schalk was, there-

fore, morally obligated to reimburse the other bene-

ficiaries for the $25,000 payment and for interest

on the money they borrowed in order to make that

payment; and that when it assumed the obligation

to reimburse them it became entitled to deduct $25,-

000 and interest in the amount of $3,697.92.

After Smith became supervisor of the trust in

1943 the other beneficiaries, led by Gerald I. Far-

man, Smith's stepfather, became dissatisfied with

the management and policies of Schalk. Sugges-

tions made by them which they thought were in the

best interests of Schalk were not followed by Smith

and the officers and directors whom he had caused

to be appointed. In April, 1947, Evelyn Smith Mar-

low and Patricia Baker filed a suit to have Smith

removed as supervisor. Demurrers to the complaint

were sustained, and during the period that the

plaintiffs might have filed an amended complaint,

representatives of Smith and the other beneficiaries

entered into negotiations to settle the controversy.

During these negotiations Smith offered to sell his

interest in the trust and resign as supervisor of the

trust and officer and director of Schalk. The other
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beneficiaries suggested that Schalk purchase Smith's

interest in the trust. Smith refused, and insisted

that any settlement agreement had to be between

Smith, as an individual, and the other beneficiaries,

as individuals.

The parties to the settlement agreement were in

fact the other beneficiaries and Smith. Schalk was

not a party to, and did not authorize the other bene-

ficiaries to enter into, the agreement. Petitioners'

argmnent that the agreement was nevertheless in-

formally authorized by Schalk and that it was,

therefore, obligated in equity and good conscience

to reimburse the other beneficiaries for the $25,000

payment made by them, is without merit. Their

reasoning is that the other beneficiaries beneficially

owned 83% pei' cent of Schalk; that as ''majority

owners" they were acting on behalf of and solely

for the benefit of Schalk and for the preservation

of its business when they entered into the agree-

ment; and that their action was in substance the

action of Schalk. This reasoning overlooks the fact

that the trust agreement, which created their bene-

ficial interests, placed complete control of Schalk

in Smith, the supervisor of the trust, and prevented

them from acting for or on its behalf. Not having

any power to act for Schalk, we fail to see how

any action taken by them can be deemed to be the

action of Schalk. Moreover, we think petitioners

place undue stress on the benefits to Schalk from

the settlement agTeement and not enough on the

benefits they were seeking for themselves. The other

beneficiaries sought the resignation of Smith as su-

I
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pervisor of the trust because they were dissatisfied

with the management and policies of the corpora-

tion under his regime and wanted to acquire the

right, which they did not have, to participate in its

management and control. We are satisfied that they

thought their participation would be beneficial to

the corporation, but we are not convinced that the

management of the corporation under Smith was

incompetent and that their action was either neces-

sary or desirable to preserve its business. If the

anticipated benefit to the corporation materialized

they would benefit personally therefrom as income

beneficiaries of the trust whose principal asset was

the stock of Schalk. In the circumstances we think

it reasonable to assume that they were not over-

looking that benefit and that their action in entering

into the settlement agreement was motivated to

some extent, if not entirely, by the benefits they

thought would accrue to them personally. In any

event, Schalk did not authorize them to act, for-

mally or informally, and it was not obligated, mor-

ally or legally, to reimburse them for the $25,000

they paid pursuant to the terms of the settlement

agreement. Its failure to do so distinguishes the

facts here involved from those in cases such as

Catholic News Publishing Co., 10 T.C. 73, cited by

petitioners.

There being no obligation on the part of Schalk

to reimburse the other beneficiaries for the $25,000

payment made by them in 1948, its action approxi-

mately three years later in agreeing to reimburse

them for that payment together with the interest
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they had paid on money they borrowed to make it,

and for assuming their remaining obligations under

the settlement agreement, did not, in our judgment,

result in an ordinary or necessary business expense.

Moreover, we do not agree with petitioners that

the consideration the other beneficiaries received

for the $25,000 payment was the resignation of

Smith as supervisor of the trust and as an officer

and director of Schalk. Smith agreed to resign if

the other beneficiaries would purchase his one-sixth

minority interest in the stock of Schalk at the ter-

mination of the trust. Under the terms of the settle-

ment agreement he received no cash consideration

for his resignation. Therein the other beneficiaries

agreed to pay him $45,000 for his stock interest,

$25,000 of which was to be paid at the time of the

execution of the agreement and the remaining $20,-

000 on or before thirty days after the termination

of the trust. The provision relating to the $25,000

payment reads, in part, as follows:

For and in consideration of the sum of $25,-

000.00 to First Party [Smith] in hand paid by

Second Parties [the other beneficiaries] * * *

First Party agrees to sell * * * and Second

Parties * * * agree to buy * * * upon the ter-

mination and distribution of that certain trust

dated December 29, 1930 * * * all of the then

right, title and interest of the First Party in

and to the corpus and any accumulations

thereof then belonging or distributed to First

Party. (Underscoring supplied.)
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It is apparent from this provision of the agree-

ment that $25,000 was the down payment the other

beneficiaries obligated themselves to make (and

made) at the time of the execution of the agree-

ment in consideration for Smith's agreement to

sell them his minority stock interest at the termina-

tion of the trust. If Schalk had made this payment

in the first instance, it clearly would not have been

entitled to deduct it as an ordinary and necessary

business expense because it was part of the purchase

price of an asset, particularly in the absence of a

satisfactory showing that the purchase price was

excessive. Its character was not changed by reason

of the fact that Schalk assumed the obligation to

reimburse, and did reimburse, the other benefi-

ciaries for the pajTuent made by them. Respondent

did not err in determining that Schalk Avas not

entitled to any ordinary and necessary expense de-

duction in 1950 when it voluntarily agreed to re-

imburse the other beneficiaries for the $25,000

payment, and for the interest they had paid on the

money they had borrowed to make this payment.

Petitioners make the alternative contention that

if the liability assumed by Schalk to reimburse the

other beneficiaries for interest in the amount of

$3,697.92 is not deductible as a business expense,

then it is deductible as 'interest." This amount is

clearly not deductible as 'interest" as there was

no indebtedness on the part of Schalk on which

interest could accrue.

Petitioners' next contention is that the respond-
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ent erred in determining that the payment of $25,-

000 made by Schalk to the other beneficiaries in

1951 constituted a dividend to Hazel I. Farman

and Patricia Baker in that year to the extent that

they participated in the receipt of the payment.

The trust in which the other beneficiaries owned

beneficial interests in the stock of Schalk termi-

nated on December 29, 1950. On that date, for all

practical purposes, Hazel I. Farman became the

owner of 50,000 shares, Patricia Baker 16,667

shares, and Evelyn Smith Marlow 16,667 shares,

although the order directing distribution was not

entered until March 20, 1951. In February, 1951,

Schalk made a distribution to them of $25,000.

Hazel I. Farman received $15,000 of this amount

and Patricia Baker and Eveljm Smith Marlow

$5,000 each, which were the amounts each of them

had paid to Smith at the time of the execution of

the settlement agreement.

A dividend is defined in Section 115(a), Internal

Revenue Code of 1939, as ''any distribution made

by a corporation to its stockholders * * * out of its

earnings or profits * * *." A distribution of cor-

porate earnings may constitute a dividend notwith-

standing that the formalities of a dividend declara-

tion are not observed, and that it is not in propor-

tion to stockholdings. Paramount-Richards Thea-

tres, Inc., V. Commissioner, 153 F. 2d 602, 604 (C.A.

5), affirming a Memorandum Opinion of this Court.

On December 31, 1950, Schalk had post-1913 ac-

cumulated earnings and profits substantially in ex-
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cess of the $25,000 distributed in February, 1951,

and the other beneficiaries who received that dis-

tribution were in full control of the corporation.

It reimbursed them for the down payment they

made and were obligated to make, pursuant to the

terms of the settlement agreement, in consideration

for Smith's agTeement to sell them his minority

interest in the stock of Schalk at the termination

of the trust. As already noted, Schalk was not a

party to the settlement agreement, did not author-

ize the payment, and was not obligated, legally or

morally, to reimburse them therefor. Its action in

reimbursing them for the payment was, therefore,

voluntary, and in the absence of any evidence by

petitioners that the amount distributed to them did

not come from its accumulated earnings and profits,

the distribution constituted a dividend as defined

in Section 115(a), supra. Respondent did not err

in his determination that the individual petitioners,

to the extent that they participated in the distribu-

tion, received a dividend.

The third contention of petitioners is that the re-

spondent erred in determining that the payment by

Schalk of $20,000 in 1951 constituted a distribution

essentially equivalent to a dividend to Hazel I. Far-

man and Patricia Baker to the extent that the cor-

poration discharged a contractual obligation of these

petitioners.

The respondent contends that Schalk in 1951

made a $20,000 distribution in redemption of the

minority interest in its stock held by Smith, which
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the other beneficiaries were contractually obligated

to purchase under the terms of the settlement agree-

ment, and that such a distribution is essentially the

equivalent of a dividend to them since it operated

to discharge their obligation.

Petitioners urge that the settlement agi'eement

gave the other beneficiaries a mere option to pur-

chase Smith's minority stock interest at the time

of the termination of the trust, which they did not

exercise; that they assigned the option to Schalk;

and that the exercise of the option by Schalk did

not benefit them directly or indirectly in any ap-

preciable degree and did not discharge any obliga-

tion of theirs which would result in a distribution

essentially equivalent to the receipt of a dividend.

Petitioners cite Holsey v. Commissioner, 258 F. 2d

865 (C.A. 3), reversing 28 T.C. 962.

Petitioners rely on the paragraph of the settle-

ment agreement which provides that if the other

beneficiaries should "fail, neglect or refuse to pay

the balance of the purchase price," $20,000, Smith

would be released from any obligation to sell his

one-sixth stock interest and the other beneficiaries

''shall be released of any and all obligations to pur-

chase" the same "or to pay * * * any additional

moneys" to Smith.

This isolated provision of the settlement agree-

ment merely restricts the remedy of Smith, in the

event the other beneficiaries default and fail to pay

the $20,000 balance of the purchase price, to the

retention of the $25,000 down payment. Somewhat
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similar provisions in other contracts have been held

not to give the purchaser a mere option to purchase

where other provisions thereof clearly indicate that

it was the intention of the parties to enter into a

binding contract for the purchase and sale of prop-

erty. See Vance v. Roberts, 93 Fla. 379, 118 So.

205 ; Wright v. Suydam, 72 Wash. 587, 131 P. 239

;

and cf. Rodriguez v. Barnett, 333 P. 2d 407 (Cal.

App. 1958). Here the settlement agreement pro-

vides that, "It is distinctly understood and agreed

that First Party [Smith] agrees to sell and Second

Parties [the other beneficiaries] agree to buy all

of the assets of said Trust * * * distributed to First

Party upon the termination of said trust * * * " and

that the "First Party agrees to sell * * * and Sec-

ond Parties jointly and severally agree to buy * * *

all of the then right, title and interest of First

Party in and to the corpus and accumulations * * *

of the trust."

Our conclusion is that the other beneficiaries

were obligated under the terms of the settlement

agreement to purchase, and Smith to sell, Smith's

minority interest in the stock of Schalk; that the

purchase price was $45,000, $25,000 of which was

payable at the time of the execution of the agree-

ment and the remaining $20,000 when the trust

terminated; and that the provision upon which pe-

tioners rely did not convert the binding contract for

the purchase and sale of Smith's interest into a

mere option. When Schalk paid the $20,000 it satis-

fied a contractual obligation of the other benefi-

ciaries, two of whom, Hazel I. Farman and Patricia
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Baker, are petitioners in these proceedings. Had
the other beneficiaries made the payment it would

have cost them $20,000 and they would have be-

come the owners of all of Schalk 's outstanding

stock. When Schalk assumed their obligation and

paid $20,000 in redemption of the 16,666 shares of

its stock held by Smith, the other beneficiaries be-

came the owners of all of its outstanding stock

without cost to themselves. When the transaction

was concluded therefore the other beneficiaries were

in substantially the same position they would have

been in if Schalk had not assumed their obligation

and had distributed to them $20,000 and they had

used this money to satisfy their obligation to pur-

chase the portion of Schalk 's outstanding stock,

owned by Smith, which they did not then own. In

the circumstances we are convinced that the re-

spondent did not err in his determination that the

$20,000 payment by Schalk in 1951 constituted a

distribution essentially equivalent to a dividend to

Hazel I. Farman and Patricia Baker to the extent

that Schalk discharged their contractual obligation,

and we so hold. Wall v. United States, 164 F. 2d

462 (C.A. 4) ; Zipp v. Commissioner, 259 F. 2d 119

(C.A. 6), affirming 28 T.C. 314; Garden State De-

velopers, Inc., 30 T.C. 135.

The remaining issue is whether the assessment of

deficiencies, determined against petitioners Gerald

I. Farman and Hazel I. Farman, and petitioners

John Carver Baker and Patricia Baker for the

year 1951, is barred by the statute of limitations.

Deficiency notices were mailed to them within five
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years, but not within three years, after their 1951

returns were filed. Assessment of the deficiencies

is, therefore, barred under Section 275(c), Inter-

nal Revenue Code of 1939, if they did not omit

from their gross income for 1951 an amount prop-

erly includible therein in excess of 25 per centum

of the reported gross income. In view of our hold-

ing in respect of the dividend issue, simple arith-

metic demonstrates that there was an omission of

more than 25 per cent of gross income ; accordingly,

assessment of the deficiencies is not barred under

Section 275(c).

Decisions will be entered for the respondent.

Filed July 9, 1959.

Served July 9, 1959.

The Tax Court of the United States,

Washington

Docket No. 63853

SCHALK CHEMICAL COMPANY, a California

Corporation,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Respondent.

DECISION

Pursuant to the determination of the Court, as

set forth in its Findings of Fact and Opinion, filed

July 9, 1959, it is
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Ordered and Decided: That there is a deficiency

in income tax for the taxable year 1950 in the

amount of $15,087.22.

/s/ ARNOLD RAUM,
Judge.

Entered July 21, 1959.

Served July 22, 1959.

The Tax Court of the United States,

Washington

Docket No. 63855

GERALD I. FARMAN and HAZEL I. FARMAN,

Petitioners,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Respondent.

DECISION

Pursuant to the determination of the Court, as

set forth in its Findings of Fact and Opinion, filed

July 9, 1959, it is

Ordered and Decided: That there is a deficiency

in income tax for the taxable year 1951 in the

amount of $11,589.98.

/s/ ARNOLD RAUM,
Judge.

Entered July 21, 1959.

Served July 22, 1959.
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The Tax Court of tlie United States,

Washington

Docket No. 63862

JOHN CARVER BAKER and PATRICIA
BAKER,

Petitioners,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Respondent.

DECISION

Pursuant to the determination of the Court, as

set forth in its Findings of Fact and Opinion, filed

July 9, 1959, it is

Ordered and Decided: That there is a deficiency

in income tax for the taxable year 1951 in the

amount of $2,465.86.

/s/ ARNOLD RAUM,
Judge.

Entered July 21, 1959.

Served July 22, 1959.
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In the United States Court of Appeals

for the Ninth Circuit

Tax Court Dockets Nos. 63853, 63855 and 63862

SCHALK CHEMICAL COMPANY, a Califor-

nia Corporation,
Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Respondent.

GERALD I. FARMAN and HAZEL I. FARMAN,

Petitioners,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Respondent.

JOHN CARVER BAKER and PATRICIA
BAKER,

Petitioners,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Respondent.

PETITION FOR REVIEW OF DECISIONS
OF THE TAX COURT OF THE UNITED
STATES

To the Honorable Judges of the United States

Court of Appeals for the Ninth Circuit:

Schalk Chemical Company, a California corpora-

tion, Gerald I. Farman and Hazel I. Farman, and
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John Carver Baker and Patricia Baker, and each

of them, through their attorney of record, respect-

fully petition the United States Court of Appeals

for the Ninth Circuit to review the decisions of

The Tax Court of the United States entered in the

above cases on July 21, 1959, pursuant to its find-

ings of fact and opinion filed July 9, 1959 (32 T.C.

No. 76), ordering and deciding:

''That [in the case of Schalk Chemical Company]

there is a deficiency in income tax for the taxable

year 1950 in the amount of $15,087.22."

''That [in the case of Gerald I. Farman and

Hazel I. Farman] there is a deficiency in income

tax for the taxable year 1951 in the amount of $11,-

589.98."

"That [in the case of John Carver Baker and

Patricia Baker] there is a deficiency in income tax

for the taxable year 1951 in the amount of

$2,465.86."

The cases were consolidated in the Tax Court for

the purposes of trial and opinion.

This petition for review is taken and filed pur-

suant to the provisions of Sections 7482 and 7483

and other applicable sections of the Internal Rev-

enue Code of 1954, as amended.

Nature of Controversy

The asserted tax liabilities which are involved in

these cases stem principally from:
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(1) Respondent's and the Tax Court's disallow-

ance of Schalk Chemical Company's deduction, as

an ordinary and necessary business expense, of a

liability which it assumed to reimburse amounts

which its present shareholders borrowed and paid

to a former minority shareholder, who at the time

owned a one-sixth beneficial interest in the stock

of the Comj)any but who by reason of the terms of

a spendthrift trust the principal asset of which con-

sisted of all the stock of the Company had absolute

control of the Company and power to vote all its

stock. The money was paid, petitioners contend, on

behalf of the Company and for its benefit and the

preservation and protection of its business and

reputation to free the Company from domination

by the particular individual, in circumstances which

would have led persons of ordinary prudence to

act in similar fashion. The Company could not act

in any respect except as the minority shareholder

might permit. For personal reasons he refused to

allow the Company to make or authorize the pay-

ments to himself. The individual petitioners in good

faith acted to protect the Company in the only way

that it was possible for them to act.

(2) Respondent's and the Tax Court's determi-

nation that such reimbursements constituted dis-

tributions essentially equivalent to dividends to the

individual petitioners.

(3) Respondent's and the Tax Court's deter-

mination that the subsequent redemption of the

minority shareholder's one-sixth stock interest re-
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suited in constructive dividends to the individual

petitioners.

Petitioners respectfully urge that the Tax Court's

rulings on these and other issues are contrary to

law and are not supported by the evidence. Par-

ticularly in regard to (3) above, the Tax Court, in

petitioners' opinion, erroneously interprets the set-

tlement agreement under which Schalk Chemical

Company was relieved of absolute domination and

control by the minority shareholder as obligating

the individual petitioners to purchase his one-sixth

stock interest upon subsequent termination and dis-

tribution of the assets of the trust from which his

extraordinary powers over the Company flowed.

The distinctive feature of these cases is that for

a period of twenty years, from December, 1930, to

December, 1950, the outstanding stock of Schalk

Chemical Company was the principal asset of a

spendthrift trust. The beneficiaries were of one

family.

Under the terms and designations in the trust

instrument entered into when the children were

minors, a son having a one-sixth beneficial interest

in the trust eventually (in 1943) succeeded to the

office of '' Supervisor" of the trust with the extraor-

dinary right to exercise by himself absolute power

and control over the management and policies of

the Company. He excluded the other members of

the family including his mother (their beneficial

interests under the trust aggregating 83%%) from

any voice in the management of the Company and
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over a period of several years dominated the Com-

pany following a policy of preservation of the status

quo and of nonexpansion and nondevelopment of

products which the other members of the family

believed was adverse to the best interests of the

Company and was endangering its future, especially

in view of the fact that the Company's specialty

field had become highly competitive in the post-war

years.

In 1947 the Companj^ suffered a substantial op-

erating loss and its working capital became seri-

ously depleted. Fearing that the Company would

fail or would be wasted to an extent from which

it could not recover before the trust terminated and

the son lost the power and control which he had

by virtue of the trust, the other members of the

family in January, 1948, finally succeeded in secur-

ing his resignation as "Supervisor" of the trust

and as president and director of the Company and

the resignations of the directors and officers which

he had appointed.

It is this settlement, the later assumption by the

Company of the amounts paid in connection there-

with and the redemption of the son's one-sixth dis-

tributive stock interest on termination of the trust

which give rise to the questions presented on this

review.

Court in Which Review Is Sought

The United States Court of Appeals for the Ninth

Circuit is the Court in which review of the above

i
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decisions of The Tax Court of the United States is

sought pursuant to the provisions of Sections 7482

and 7483 of the Internal Revenue Code of 1954, as

amended.

Venue

Schalk Chemical Company is a corporation organ-

ized and operating under the laws of the State of

California. Its Federal income tax return for the

taxable year 1950 was filed with the Collector (now

District Director) of Internal Revenue for the

Sixth District of California, in which collection dis-

trict taxpayer's principal office and place of busi-

ness was (and now is) located. '

Gerald I. Farman and Hazel I. Farman are hus-

band and wife. Their joint Federal income tax re-

turn for the taxable year 1951 was filed with the

Collector (now District Director) of Internal Rev-

enue for the Sixth District of California, in which

collection district taxpayers were (and now are)

residing.

In 1951 John Carver Baker and Patricia Baker

were husband and wife. Their joint Federal income

tax return for the taxable year 1951 was filed with

the Collector (now District Director) of Internal

Revenue for the Sixth District of California, in

which collection district taxpayers were (and now

are) residing.

The office of the Collector (now District Direc-

tor) of Internal Revenue for the Sixth District of

California to which the foregoing returns were made
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in respect of which the alleged additional tax lia-

bilities of the respective petitioners arise was (and

now is) located at Los Angeles, California, within

the jurisdiction of the United States Court of Ap-

peals for the Ninth Circuit, wherein this review is

sought.

The parties have not stipulated that the decisions

of the Tax Court herein referred to may be re-

viewed by any other United States Court of Ap-

peals.

Wherefore, it is respectfully requested that the

decisions and related findings of fact and opinion

of the Tax Court of the United States herein re-

ferred to be reviewed by the United States Court

of Appeals for the Ninth Circuit.

/s/ DONALD KEITH HALL,
Attorney for Petitioners.

Received and filed October 19, 1959, T.C.U.S.

[Title of Court of Appeals and Cause.]

Tax Court Dockets Nos. 63853, 63855 and 63862

NOTICE OF FILING PETITION
FOR REVIEW

To: Hart H. Spiegel, Esquire, Chief Counsel, In-

ternal Revenue Service, Washington, D. C.

You Are Hereby Notified that the above-named

petitioners on October 15, 1959, duly mailed to the
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Clerk of The Tax Court of the United States, at

Washington, D. C, for filing, a petition for review

by the United States Court of Appeals for the

Ninth Circuit of the decisions of the Tax Court

heretofore rendered in the above-entitled cases.

A copy of the petition for review as mailed for

filing is hereto attached and served on you.

October 15, 1959.

/s/ DONALD KEITH HALL,
Attorney for Petitioners.

Affidavit of Service by Mail attached.

Received and filed October 19, 1959, T.C.U.S.

The Tax Court of the United States

Dockets Nos. 63853, 63855, 63862

In the Matter of:

SCHALK CHEMICAL COMPANY, et al..

Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Respondent.

TRANSCRIPT OF PROCEEDINGS

Wednesday, July 16, 1958

The above-entitled matter came on for hearing

pursuant to notice, at 10:00 o'clock a.m.
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Before: The Honorable Arnold Raum.

Appearances

:

MR. DONALD KEITH HALL,
Appearing for Petitioners.

MR. MARION MALONE, and

MR. J. EARL Gx\RDNER,
Appearing for Respondent.

The Clerk: Dockets Nos. 63853, 63855, 63862,

Schalk Chemical Company, and related Petitioners.

Mr. Hall: Ready for Petitioners, your Honor.

The Court: State your appearances.

Mr. Hall : For Petitioner Donald Keith Hall.

Mr. Malone: For the Respondent, Marion Ma-

lone and J. Earl Gardner.

The Court: Have these cases been consolidated?

Mr. Malone: Your Honor, we expect to move

that the cases be consolidated.

Mr. Hall: I have no objection, your Honor.

The Court: You wish to make that motion now?

Mr. Malone: I wish to make the motion that

they be consolidated for trial, as well as for brief.

Mr. Hall: That is agreeable with Petitioners.

The Court: The motion will be granted. And I

will treat the stipulation of facts which has already

been filed as applicable to all three cases, as con-

solidated.

Mr. Hall: Yes, your Honor.

The Court: There is attached to the stipulation

exhibits,

Mr. Hall: I will identify
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The Court: From 1 through 5, and also A
through C. Proceed.

Mr. Hall : Your Honor, at this time I would like

to identify for the record, if it is the proper pro-

cedure, Mr. May [3*] suggested that the exhibits be

identified for the record in connection with the

stipulation, and I would like to offer them at this

time in evidence.

The Court: They are already in evidence as a

result of the stipulation, stipulations having been

filed. [4]

Mr. Hall: Your Honor, I have three documents

which Government Counsel has reviewed and I be-

lieve we have agreed that they may be admitted

without any foundation.

And I will designate them and show them to

Counsel then, and then I will offer them.

The first is escrow instructions, dated February

28, 1959, of Union Bank and Trust Company of

Los Angeles.

The second document

The Court : Do you offer that one now ? [36]

At this time, your Honor, I offer the escrow in-

structions that I have just described.

The Court: Admitted.

The Clerk: Petitioners' Exhibit No. 6.

*Page numbering appearing at top of page of original Reporter's

Transcript of Record.
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(The document above referred to was marked

Petitioner's Exhibit No. 6 and was received in

evidence.)

Mr. Hall: The next document is 14 and final re-

port and account current of trustee petition for ap-

proval and allowance of fees of trustee, and for

final distribution of trust estate.

Mr. Gardner: No objection.

The Court: Admitted. [37]

Mr. Hall: I offer this as Petitioner's Exhibit

No. 7.

(The document above referred to was marked

Petitioner's Exhibit No. 7 for identification,

and was received in evidence.)

Mr. Hall: Final document is order settling final

account and report of trustee and for fees in the

superior court of the State of California, and for

the County of Los Angeles.

Mr. Gardner: No objection.

The Court: Admitted.

The Clerk: Petitioner's Exhibit No. 8.

(The document above referred to was marked

Petitioner's Exhibit No. 8 for identification,

and was received in evidence.)

Mr. Hall: I call Mr. Brinton.
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CHAELES BRINTON
a witness called by and in behalf of the Petitioner,

having been first duly sworn, was examined and

testified as follows:

The Clerk: State your name and your address,

please.

The Witness: Charles Brinton, B-r-i-n-t-o-n.

My address is 3680 Fair Meade Road, Pasadena.

The Clerk: California'?

The Witness: Yes.

The Clerk: Thank you. [38]

Direct Examination

By Mr. Hall:

Q. Mr. Brinton, what is your profession?

A. I am a certified public accountant.

Q. Are you acquainted with Schalk Chemical

Company? A. I am.

Q. When did you first become acquainted with

Schalk Chemical Company ? A. In early 1947.

Q. What was the nature of your contact with

the company, at that time?

A. As an employee of Henry Rausch, certified

public accountant, I conducted the audit of Schalk

Chemical Company as of December 31, 1946.

Q. Did you do the same thing as to the account

of Schalk Chemical Company for the year 1947?

A. I conducted the audit of Schalk Chemical

Company for 1947; however, at that time I was a

partner, rather than an employee of Mr. Rush.

Mr. Hall: May I ask that this document be

marked Petitioner's Exhibit 9 for identification?
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(Testimony of Charles Brinton.)

The Clerk: Petitioner's Exhibit No. 9 marked

for identification.

(The document above referred to was marked

Petitioner's Exhibit No. 9 for [39] identifica-

tion.)

Q. (By Mr. Hall) : Mr. Brinton, I hand you a

document which has been marked Petitioner's Ex-

hibit 9 for identification; do you recognize that

document ? A.I do.

Q. What is it?

A. It is the audit report of Schalk Chemical

Company for the year ended December 31, 1947.

Mr. Hall: I offer this document in evidence as

Petitioner's Exhibit No. 9, your Honor.

Mr. Malone: Respondent objects to the admis-

sion of this document in evidence on the ground

that it is not related to any of the years involved

in this action; it is irrelevant and immaterial.

Mr. Hall: Your Honor, it is relevant on this

position of the company, at the time of the settle-

ment, which took place on January 15, 1948.

The Court: Admitted.

(The document heretofore marked for iden-

tification as Petitioner's Exhibit No. 9 was re-

ceived in evidence.)

Mr. Hall: Would you please mark that as Peti-

tioner's Exhibit No. 10 for identification.

The Clerk: Petitioner's Exhibit 10 marked for

identification. [40]
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(Testimony of Charles Brinton.)

(The document above referred to was marked

Petitioner's Exhibit No. 10 for identification.)

Q. (By Mr. Hall) : Mr. Brinton, I hand you a

document which has been marked Exhibit 10 for

identification; do you recognize that document?

A. Yes; I do.

Q. What is if?

A. This is a summary of gross sales and net

profit or loss before taxes for the years 1937 through

1947, for Sehalk Chemical Company.

Q. Did you assist me in the preparation of Ex-

hibit 10 for identification? A. I did.

Q. From what source were the figures obtained

which are shown on Exhibit 10 for identification?

A. These figures came from the audit report for

the respective years.

Mr. Hall: I have given Counsel for the Govern-

ment a copy of it, and I offer this document in evi-

dence as Exhibit 10.

Mr. Malone: No objection, your Honor.

The Court: Admitted.

(The document heretofore marked for iden-

tification as Petitioner's Exhibit No. 10 was

received in evidence.) [41]

Mr. Hall: Please mark this as Exhibit 11 for

identification.

The Clerk: Petitioner's Exhibit No. 11 marked

for identification.
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(Testimony of Charles Brinton.)

(The document above referred to was marked

Petitioner's Exhibit No. 11 for identification.)

Q. (By Mr. Hall) : Mr. Brinton, I hand you

document marked Petitioner's Exhibit 11 for iden-

tification; do you recognize that document?

A. I do.

Q. What is it?

A. This is a statement of the profit or loss for

each month during the year 1947, of Schalk Chemi-

cal Company, together with a figure for the profit

or loss from January 1 to the end of each month

during that same year.

Q. Did you assist me in the preparation of Ex-

hibit 11 for identification? A. I did.

Q. From what source were the figures obtained

which are shown on Exhibit 11 for identification?

A. These figures were obtained from profit and

loss statements prepared by the company's account-

ant at the end of each month during 1947. [42]

Q. What was Schalk Chemical Company prac-

tice at that time, and what is it now, with regard

to company prepared financial statements?

A. At the end of each month the accountant

would prepare a balance sheet, a statement of profit

and loss for the year to date, and a statement of

profit and loss for the month just ended. These rec-

ords have been prepared from the books of the gen-

eral ledger of Schalk Chemical Company.

Mr. Hall : I offer that document, your Honor, as



Commissioner of Internal Revenue 85

(Testimony of Charles Brinton.)

Petitioner's Exhibit 11 for identification, as Peti-

tioner's Exhibit 11.

Mr. Malone: No objection, your Honor.

The Court: Admitted.

(The document heretofore marked for iden-

tification as Petitioner's Exhibit No. 11, was

received in evidence.)

Q. By Mr. Hall) : Mr. Brinton, there is

a footnote on Exhibit 11 ; would you state the effect

of the adjustment that is there described on the

net result of operations in the month of April,

1947?

A. Yes. In the month of April, 1947, an entry

was made setting up an account prepaid advertis-

ing, which represents a deferred expense. By reason

of this entry [43] having been made in the month

of April, the profit as reflected by this statement

has been increased by $22,000 as a result of this

entry.

Q. In other words, without the adjustment there

would have been a loss in the month of April, 1947 ?

A. That is correct.

Mr. Hall : Mr. Clerk, would you mark this docu-

ment as Petitioner's Exhibit 12 for identification

as Petitioner's Exhibit 12 for identification?

The Clerk: Petitioner's Exhibit 12 marked for

identification.

(The document above referred to was marked

Petitioner's Exhibit No. 12 for identification.)
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(Testimony of Charles Brinton.)

Q. (By Mr. Hall) : Mr. Brinton, I hand you a

document marked Petitioner's Exhibit No. 12 for

identification ; do you recognize that document ?

A. I do.

Q. What is it?

A. This is a statement reflecting the inventory

of January 1, the purchases during the year, and

the inventory as of December 31 for Schalk Chemi-

cal Company, for the years 1942 through 1947.

Q. Did you assist me in the preparation of [44]

Exhibit No. 12 for identification'? A. I did.

Q. From what source were the figures obtained

which are shown on Exhibit 12 for identification I

A. These figures were obtained from the audit

reports for the respective years.

Mr. Hall: I offer this document as Petitioner's

Exhibit 12.

Mr. Malone: Respondent would like to ask

whether the audit reports from which these are

taken are available in the courtroom?

Mr. Hall: In answer to Mr. Malone 's question,

the audit reports are here, and I might state for

the Court's benefit, that Government Counsel re-

viewed all of the audit reports for 1937 to '57, be-

fore we came to court.

The Court: Are they in the courtroom now?

Mr. Hall : Yes ; they are. I have them, your

Honor.

Mr. Malone: No objection to the document.

The Court: Admitted.
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(Testimony of Charles Brinton.)

(The document heretofore marked for iden-

tification as Petitioner's Exhibit No. 12 was

received in evidence.)

Q. (By Mr. Hall) : Now, Mr. Brinton, have you

computed the ratio of Schalk's cost of goods sold

to gross sales in 1940, [45] based on the audit re-

port of Schalk Chemical Company for that year?

A. Yes ; I did.

Q. What was the ratio in 1940?

A. In 1940 the ratio of cost of goods sold to gross

sales was 34 per cent.

Q. Based on Schalk 's 1947 audit report, which

is Exhibit, Petitioner's Exhibit 9 in evidence, what

was the comparable ratio in 1947?

A. In 1947 the ratio of cost of goods sold to

gross sales was somewhat in excess of—it was ap-

proximately 44.4 per cent.

Mr. Hall : You may examine.

Cross-Examination

By Mr. Malone:

Q. Mr. Brinton, you first became employed with

Schalk in 1947; is that correct?

A. With

Q. Schalk Chemical Company.

A. I was retained—well, my employer was re-

tained in 1947, yes. That is, he was retained prior

years, as well, but my first association was in 1947.

Q. And your association entitled you to the ex-

amination of all the books and records for Schalk?
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(Testimony of Charles Brinton.)

A. Yes. [46]

Q. For 1947. Did you ever have occasion to look

into the records of the company for prior years?

A. Yes.

Q. Did you look into the audit reports that were

made by Henry Rausch for the years from 1942

through 1947, did you ever have occasion to look at

those? A. I have.

Mr. Malone : Your Honor, the Respondent would

like to offer for its next in order for identification

a document purportedly an audit report of the

Schalk Chemical Company for the year ended De-

cember 31, 1942.

The Clerk: Respondent's Exhibit D marked for

identification.

(The document above referred to was marked

Respondent's Exhibit D for identification.)

Mr. Hall: No objection, your Honor.

The Court: Admitted.

(The document heretofore marked for iden-

tification as Respondent's Exhibit D was re-

ceived in evidence.)

Q. (By Mr. Malone) : Mr. Brinton, I hand you

this Respondent's Exhibit D for identification.

The Court : That is in evidence now.

Mr. Malone: I offered it, your Honor, for iden-

tification. [47]

The Court: Well, when Petitioner's Counsel in-

dicated no objection, I assumed that it was then
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(Testimony of Charles Brinton.)

being offered in evidence, and I admitted it. How-
ever, if you do not wish it offered, I will order it

stricken.

Mr. Malone: I do not care to have it offered at

this time, your Honor.

The Court: All right. The Reporter will then

indicate that Exhibit D for identification is not in

evidence.

(Respondent's Exhibit D, previously ad-

mitted in evidence, was withdrawn.)

Q. (By Mr. Malone) : Mr. Brinton, will you

examine this document; will you state to the Court

whether you have ever seen it before?

A. Yes; I have seen this statement before.

Q. Will you look at Exhibit A, to this document,

and state what you see as the total current assets

for the year ending December 31, 1942?

Mr. Hall: Your Honor, I object to the question

on the ground that it is not proper cross-examina-

tion. I don't believe the year '42, except as to the

ending figures on the profit and loss statement, were

gone into on direct, nor—and also, the inventory

and purchases.

But if we are going to go into, if it is the Govern-

ment's position that it is material to go into [48]

the whole financial statement in each of these years,

I am willing to offer all of the audit reports for this

period, and they can make the argument they wish

from it.

This witness stated that he was not acquainted
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(Testimony of Charles Brinton.)

with Schalk prior to the year 1947, and if we are

getting to specific questions about specific accounts,

and so forth, this witness is not qualified to an-

swer it.

Mr. Malone : Your Honor, the witness has stated

on cross that he had occasion to examine the books

and records of the company prior to the time of

his employment, and the question directed to him

is merely a preliminary statement, asking him to

repeat information which he can receive by looking

at the document.

The Court: Do you plan ultimately to offer Ex-

hibit D in evidence?

Mr. Malone : Yes, your Honor.

The Court: Since there has been no objection to

it, and since this witness probably cannot add any

more than what appears in the document itself, I

suggest that you offer it, unless you think you can

get some kind of illuminating testimony from the

witness, other than reading from the document,

what appears there.

Mr. Malone: Well, your Honor, there is con-

siderable amount of material in this document, and

the testimony that the Respondent wished to bring

out is comparative statements as to certain of the

facts which appear in the [49] document so that

it would be of convenience to the Court, not to have

to bother of looking at the entire, through all the

figures and entries that are made on that record.

Mr. Hall: Your Honor, I make the offer at this

time for the benefit of Government Counsel, that

1
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I will take this stack of audit reports and we can

number each separately, and we will introduce them

and they can make whatever argument that he wants

from the face of the audit reports, and I believe

that is all that Counsel is going to do, and he at-

tempts, when he attempts this examination of Mr.

Brinton.

The Court: I assume Government Counsel could

make up schedules similar to what appear in such

matters as Exhibits 10, 11 and 12, which the Peti-

tioner presented.

Mr. Hall : Which I did simply.

The Court: And that such schedules could be

made up from the audit reports.

Mr. Malone: Well, if Respondent may have

leave to submit such schedules, we have no objec-

tion, or would like to offer these documents into

evidence now. All of those for the years 1942

through 1946, I believe Petitioner has offered docu-

ment, the audit report for the year 1947 into evi-

dence.

The Court : You now offer the audit reports from

1942 through 1946? [50]

Mr. Malone: Yes, your Honor.

The Court : They will be received and the Clerk

will give them identifying symbols.

Mr. Hall: Pardon, your Honor, I didn't hear.

(Record read.)

Mr. Malone: Respondent offers five documents

individually, the audit reports for Schalk Chemi-
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cal Company, first of which is for the year ended

December 31, 1942. Respondent offers this in evi-

dence.

The second audit report is for the year ended De-

cember 31, 1943, which Respondent offers into evi-

dence.

The Clerk: The first one will be Respondent's

Exhibit D; the second one is Respondent's Ex-

hibit E.

(The documents above referred to were

marked Respondent's Exhibits D and E for

identification.)

Mr. Malone: Respondent offers the audit for,

audit report for Schalk Chemical Company for the

year ended December 31, 1944, in evidence.

The Clerk: Respondent's Exhibit F.

(The document above referred to was marked

Respondent's Exhibit F for identification.)

Mr. Malone: Respondent offers audit for the

year ended December 31, 1945, for the year ended

December 31, 1946, they are all in evidence. [51]

The Clerk: Respondent's Exhibits G and H.

(The documents above referred to were

marked Respondent's Exhibits G and H for

identification.)

(The documents heretofore marked for iden-

tification as Respondent's Exhibits D, E, F, G
and H were received in evidence.)
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Mr. Malone: Your Honor, the Respondent will

stipulate that any pencil markings appearing on

these original documents may be disregarded as

not material to the information that is contained

therein.

Mr. Hall : We will so stipulate that they shall be

disregarded. Is that acceptable?

Mr. Malone: Yes.
* * *

(Witness excused.)

Mr. Hall : I will call Mr. Althouse.

JACK ALTHOUSE
a witness called by and in behalf of the Petitioner

herein, having been first duly sworn, was examined

and testified as follows:

The Clerk : State your name and address, please.

The Witness: My name is Jack Althouse, A-l-t-

h-o-u-s-e. My address is 1700 Highland Oak Drive,

Arcadia, California. [52]

The Clerk : Thank you.

Direct Examination

By Mr. Hall:

Q. What is your occupation, Mr. Althouse?

A. I am assistant to the president of Schalk

Chemical Company.

Q. For how long have you been employed by

Schalk Chemical Company?

A. For ten years, on March 16, 1958, I believe,

it was.
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Q. What are your duties as assistant to the presi-
dent of Schalk Chemical Company?

A. As assistant to the president, and under his

supervision, I have administrative control of the
company. My responsibilities include all manage-
ment functions.

Q. What, in general, is the nature of Schalk
Chemical Company's business?

A. Schalk Chemical Company manufactures and
distributes nationally a line of associated paint
products and home repair products.

Q. What type of outlets in general are there for
Schalk 's products?

A. Primarily paint stores, hardware stores, de-
partment stores and chain stores.

Q. How many offices and plants does Schalk
have ? [53] A. We have two.

Q. Where are they located?

A. One in Los Angeles, California, and one in

Chicago, Illinois.

Q. How long have those plants existed?

A. The present plant in Chicago, I think Schalk
moved into that one in '46, but Schalk has had an
eastern office since the early 1920 's.

Q. And the Los Angeles office?

A. There has been a Los Angeles office since
the inception of the company, the corporation in
1903.

Q. Now, what is the function of the Los An-
geles office and plant ?

A. The Los Angeles office is the main office of
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the Schalk Chemical Company. It carries on the

credit procedures, bookkeeping records and so

forth.

In addition, it manufactures products, invoices

them and services the United States from a north-

south line through Denver on west.

Q. What functions are performed in the Chicago

office and plant*?

A. The Chicago office and plant manufactures

products, invoices and services accounts from a

north-south line from Denver east.

Q. Is most of Schalk Chemical's manufacturing

done [54] in Los Angeles or Chicago?

A. Considerably more of it is done in Chicago.

Q. What ratio is done in Chicago, as compared

to Los Angeles'?

A. About 80 per cent is done in Chicago, about

20 per cent here in Los Angeles.

Q. Now, referring specifically

Mr. Gardner : Might I inquire as to what year or

years that we are talking about ; is that the present

business set-up, or was this the business set-up

when you took over, or in 1950?

A. For the past ten years at least, a rough ratio

of sales between east and west has been about 80

per cent Chicago, 20 per cent West Coast.

Mr. Hall: Thank you, Mr. Gardner.

Q. (By Mr. Hall) : Referring specifically to the

commencement of the year 1948, what products

were then being produced and marketed by Schalk ?

A. You would like the names of them?
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Q. Yes. A. Prior to 1948?

Q. Well, at the beginning of the year 1948, what

were they producing and marketing*?

A. They were producing Hydro Pura, [55] Sava-

brush, Double X, Waxoff, Crack Filler, Wood
Putty, Plaster Pencil and Spot Remover.

Q. That is a total of how many products?

A. That is a total of eight products, and they

were available in 16 sizes.

Q. There were 16 assorted sizes ?

A. Of the eight products; yes, sir.

Q. As to each of those products that you have

named, when was each put on the market for the

first time by Schalk?

A. Hydro Pura, 1903; Savabrush, 1920; Double

X, 1924; Waxoff, 1932; Crack Filler, 1937; Wood
Putty, 1940; Plaster Pencil in 1946, and Spot Re-

mover in 1947.

Q. Now, does Schalk today produce those prod-

ucts ? A. Yes.

Q. Have any changes been made in those prod-

ucts since the beginning of 1948?

A. Yes; several changes have been made.

Q. What changes have been made, Mr. Althouse,

in general?

A. Several formula changes to improve the prod-

ucts, make them more saleable and several packag-

ing changes.

Q. Several package

' A. Packaging changes, varying colors, varying

sizes, that sort of thing. [56]
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Q. How many products in total does Schalk

produce and market today?

A. Schalk has 17 products today, in 41 assorted

sizes.

Q, In other words, nine products as I under-

stand it, have been added to the Schalk line since

the beginning of the year 1948?

A. That is correct.

Q. Would you state chronologically the years in

which each of those nine products have been added

to the Schalk line ?

A. Tile Cement was added in 1948 ; Patch Paste

in 1950; Tile Paste in 1952; Liquid Savabrush in

1953; Liquid Waxoff in 1954; 1956 we added three

products, Surex Paint Remover, X-It Paint Re-

mover, and Do-X; 1957 S-14 Spackling Compound.

Q. From your experience with Schalk, how long

does it take customarily to develop and market a

new product of the type produced by Schalk ?

A. From the time we present the idea, to a

chemist, and go on through the art work, package

design, formula, and so forth, approximately a

year, until the product is actually on the market.

Mr. Gardner I didn't get the time.

The Witness : Approximately one year. [57]

Mr. Gardner: Thank you, sir.

The Witness : Yes.

Mr. Hall: I have a document to be marked as

Petitioner's Exhibit 13 for identification.

(The document above referred to was marked

Petitioner's Exhibit No. 13 for identification.)
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Q. (By Mr. Hall) : Mr. Althouse, I hand you a

document which I will refer to as Petitioner's Ex-
hibit 13 for identification, and ask you if you
recognize that document? A. Yes, I do.

Q. What is it?

A. This is a copy of the Schalk Chemical Com-
pany dealer's price list for the year 1947, latter

part of the year of 1947.

Q. Was that taken from the books and records
of Schalk Chemical? A. Yes, sir, it is.

Mr. Gardner: May I ask a question regarding
this document?

Does this document purport to contain all of

the products manufactured by Schalk at this time?
The Witness: With one exception, these are

paint and hardware items. One product, Hydro
Pura has been, for [58] many years, a grocery
store item, and it is therefore not listed on that

price list.

Mr. Gardner: Now, as I understand it, this con-

tains all of the products that they have at this

time?

The Witness : In 1947.

Mr. Gardner: In 1947?

The Witness: Yes, sir, with the exception of

Hydro Pura.

Mr. Gardner: With the exception of Hydro
Pura?

The Witness: Yes.

Mr. Hall: That document is dated November 1,

1947, Mr. Gardner.
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I offer this as Petitioner's Exhibit 13.

The Court: Admitted.

Mr. Gardner: No objection.

(The document heretofore marked for iden-

tification as Petitioner's Exhibit No. 13 was

received in evidence.)

Mr. Hall: Mr. Clerk, will you mark that as

Petitioner's Exhibit 14 for identification?

The Clerk: Petitioner's Exhibit 14 marked for

identification.

(The document above referred to was marked

Petitioner's Exhibit No. 14 for identifica-

tion.) [59]

Q. (By Mr. Hall) : Mr. Althouse, I hand you a

document which has been marked Petitioner's Ex-

hibit 14 for identification, and ask you if you

recognize that document? A. I do.

Q. What is it?

A. This is the dealer's price list of Schalk

Chemical Company for the year 1958.

Mr. Gardner: If the Court please, I would

object to the introduction of this on the basis that

this is much too remote to connect with any of the

issues in this case. We are concerned here with

1950, 1951, not 1958.

Mr. Hall: Your Honor, much of the material

that we have gone up to this point, is preliminary

to further testimony, and Mr. Althouse has testified
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as to when each of these products was introduced
by Schalk.

And to complete the picture, I offer this as pre-
liminary to later discussion of the problems they
had as to products and so forth.

The Court: Admitted.

(The document heretofore marked for iden-

tification as Petitioner's Exhibit No. 14 was
received in evidence.)

Mr. Hall: Just to clarify, your Honor, what
Mr. Gardner asked about [60]

Q. (By Mr. Hall) : Mr. Althouse, neither Ex-
hibit 13 nor Exhibit 14 lists or pictures Hydro
Pura. Would you explain why that is?

A. All of the products listed on both the 1947
dealer price list and the 1958 dealer's price list are
the associated paint products, and the home repair

products that we have talked about earlier. They
are sold through the paint stores, the hardware
stores, department stores and chain stores.

Hydro Pura, on the other hand, has been for
many years a grocery store item, and not sold by
our own salesmen, but by grocery brokers.

The Court : What is Hydro Pura ?

The Witness: It is a wall cleaner, similar, to

compete with Spick and Span, Soilax, and that type
of product.

Q. (By Mr. Hall) : Years ago it was?
A. Years ago it was a water softner when it

first came on the market.
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Q. Now, Mr. Althouse, referring to Exhibit 13,

which was the prior exhibit, price list, and to the

prices that are shown on that exhibit, for how many

years have those prices been in effect prior to

November 1, 1947, [61] which is the date that shows

on that exhibit?

Mr. Gardner: If the Court please, I don't think

this is the proper witness to get that information

from. He was not even with the company until 1948.

Mr. Hall: But, Mr. Gardner, it is available

from the records of the company, and this gentle-

man has full management control of the company, as

assistant to the president.

The Court: The witness may answer.

The Witness : The prices for the products in the

respective sizes as they are indicated on the sheet,

had never been changed from the particular year

in which each product was introduced to the market.

In other words, there is no particular year for,

like, say that it would cover the whole thing; be-

cause Double X, from '24 for instance, Waxoff from

'32, Crack Filler from '37, Wood Putty from '40,

Plaster Pencil from '46, Spot Remover from '47.

Q. (By Mr. Hall) : So that the prices shown on

Exhibit 13 were the prices set at the time"?

A. At which they were introduced.

Q. At the time the product was put on the mar-

ket; is that correct? A. Yes. [62]

Q. Subsequent to the date of Exhibit 13, were

those prices changed at any time ?

A. Yes, they were.
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Q. When were the prices first increased?

A. The prices were first increased in February

of 1948.

Q. And what was the nature of the increase; I

don't mean to go through each item, but approx-

imately what was it?

A. The prices were raised on all products except

Savabrush and Double X. They were raised approx-

imately 20 percent.

Q. Have there been any subsequent price in-

creases ? A. Yes.

Q. When were they?

A. There was an additional price increase in

August and September of 1951. There was an addi-

tional increase in January of 1956, and there was

another increase in January of 1957.

In each case, the increase was not necessarily

across the board, but it approximated ten percent,

10 to 12 percent.

Q. Now, at the time of the—at the date of

Petitioner's Exhibit 13, which is November 1, 1957,

what trade discounts were allowed by Schalk Chem-

ical Company? [63]

A. The Schalk trade discount was 33% percent,

and 25 percent, which is a complete net discount of

50 percent.

Q. How did that discount compare with dis-

counts allowed by other companies or competitors

in this particular field?

A. It was less discount than competitive prod-

ucts.
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Q. Now, subsequent to the year 1948, has Schalk

made any changes in the trade discounts under

which it allows"? A. Yes, we have.

Q. What changes have been made?

A. The trade discount was increased from the

33% and 25 percent, to 40 percent and 25 percent,

which gives a net complete discount of 55 percent.

Q. Now, what is Schalk Chemical Company's

practice with respect to accounting for the amount

of sales contributed each year by each of its prod-

ucts?

A. Each month we tabulate the case sales on each

product for that month, on each size of each prod-

uct for that month. By the same token, and at the

same time, we also tabulate the dollar sales for the

month period.

Then at the end of any given period, at the end

of a year, for instance, it is a simple matter to

multiply the number of cases sold of each size of

each product, times the net billing price for that

product, and arrive at what [64] percentage of the

total that was accounted for by the particular

product.

Q. Was such a tabulation made for the year

1957? A. It was.

Q. With respect to the nine products which you

testified have been added to the Schalk line since

the beginning of the year 1948, what part of the

gross sales of Schalk in 1957 were generated by

those nine products'?

A. From a dollar standpoint, the nine products
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added since 1948 accounted for $407,159.46 of the

1950 sales—1957 sales, pardon me, of $476,627.45.

This means that the nine products added since

'48 accounted for 53.2 percent of the 1957 sales

volume.

Mr. Hall: You may examine.

Cross-Examination

By Mr. Gardner:

I
Q. Mr. Althouse, I believe you testified that you

were, have been an assistant to the president of

Schalk for approximately ten years?

A. No, no, sir, I did not.

Q. What did you state, sir?

A. I have been an employee of Schalk since

1948. I have been assistant to the president, I

believe, since 1954.

Q. 1954? [65] A. Yes, sir.

Q. What were your duties when you were first

employed by Schalk?

A. I started with Schalk as a salesman.

Q. As a salesman? A. Yes, sir.

Q. And that was in the year 1948; is that cor-

rect, sir? A. Yes, sir.

Q. And who employed you?

A. I believe I was hired by Mr. Herman.

Q. Mr. Herman? A. Yes, sir.

Q. Did you know Mr. Farman prior to the time

you were employed?
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A. I had met Mr. Farman, I believe, on just one

occasion prior to my employment.

Q. I see. Did you know Mrs. Farman"?

A. I had met Mrs. Farman on one occasion

prior to my employment.

Q. Did you know either of the daughters, that is

Patricia or Evelyn *?

A. I knew neither of them.

Q. You knew neither! A. No. [66]

Q. You are not related in any way?

A. No.

Q. To the Farmans, or A. No, sir.

Q. Now, the paint products that were manufac-

tured by the company prior to 1948, I believe you

stated—was that correct, sir? A. Yes, sir.

Q. You are still manufacturing those products,

I take it; is that correct?

A. Yes, that is correct.

Q. And I believe you stated that it takes one

year to prepare a product for market; is that

right ? A. Yes, I did say so.

Q. What process do you go through in deter-

mining whether or not a product will be acceptable,

whether or not you should manufacture a product?

A. Well, most of our ideas for products come

from the trade, itself, from our own salesmen, or

from our basic suppliers who are always looking

for ways and means of distributing their basic

products and selling them.

Once the idea has been more or less proved out

through talking to the trade, and finding out what
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competition is, and so forth, then it is turned over

to our chemists who start working with these

various supplies of basic [67] materials on a for-

mula. Once the formula has been tentatively

approved, then it is normally marketed.

A paint item, for instance, we might have the

painters in a given area, or in several areas, try

the product and give us their opinions. Many times

from this type of work we find that the product is

in need of some improving, and we go back to the

laboratory.

Once we think we have the product all set to

go, then it is a question of arriving at a package

design, art work for the package, cataloging

pages, trade advertising, consumer advertising, and

actually getting the product on the market.

Q. Do you use any research agency to determine

whether or not the sale of this item will be success-

ful? A. A research agency as such, no.

Q. You do your own research in that respect?

A. Yes, we do; that is right.

Q. I take it A. That is right.

Q. Is there such a research agency available?

A. Oh, yes, there are several.

Q. Several?

A. There are several agencies available; very

expensive, however.

Q. Let me ask you, sir, you stated that you

did [68] develop nine products during the period

of '48 to '57, which were successful; now, did you

develop any products which were not successful?
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A. If from develop you mean did any products

actually go onto the market, that were not success-

ful, that answer would be no.

Q. Now, prior to putting them on the market,

you have sort of a little test that you make, you

send the product around to the ultimate user, or

something, is that what you do ?

A. Well, that could be one form, yes. We might

do some sampling with our various accounts, but

more likely we would have a sales test in a limited

area to see what the market acceptance was.

Q. Did you have any failures resulting from the

disappointment in the sales test?

A. No, I don't believe we did.

Q. In other words, you were 100 percent suc-

cessful in everything you did from '48 to '58; is

that right?

A. Well, success, Mr. Gardner, is a relative

thing. Some of the products we did much better on

than we did on others. I think in every case we set

a certain goal for the product. We surely don't

reach that goal in every instance.

Q. But in any event, during this period of

time [69] you had no products that you sought to

sell that is, you got so far as making test of sales

that were not successful; is that right?

A. We had no products that we withdrew from

the market because sales fell below a break-even

point.

Q. Now, at what point did you withdraw, or did

you ever have any products that you worked on
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that you had to discard; could you tell me about

that?

A. The only product per se, no, we had one

size of one product that because of the nature of the

product wasn't successful in a tube, and it was

necessary that we withdraw the tube size of the

product from the market. The product, itself, is

still very much on the market.

Q. I see. There was no product as such that you

looked into with the idea of putting it on the market

that you did not carry through and eventually put

on the market, constituting one of these nine ?

A. Mr. Gardner, I haven't said that, sir. We
often have ideas of our own, or from our salesmen

for products that we turn over to the lab, and as a

matter of fact, we have innumerable products right

now that are still in the lab and have never been

brought out for one reason or another.

What I have attempted to say is that any prod-

uct that has a period on the market during the

years we have [70] been talking about is still on

the market, and the sales are still, warrant its

staying on the market.

Q. I see. I am trying to determine just how

much experimentation you did in order to come up

with nine saleable items.

Now, these are not the only items that you ex-

perimented on, are they? A. No, my, no.

Q. You spend considerable time on others?

A. By all means.

Q. You are not always successful, are you?
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A. By all means not.

The Court: I think you testified that some of

the, that some 50 percent or 53 percent of the sales

in 1957 were attributable to the so-called new prod-

ucts 1

The Witness: Yes, sir, I did.

The Court: Now, some of those new products

were simply the old products in different form,

were they not?

The Witness: No, sir, that wouldn't be true.

Some of the new products bore names of the old

products, because of the fact that the years had been

in our favor, in establishing these products with

the trade.

However, I assume you are referring to liquid

Savabrush, for instance, as opposed to powder Sava-

brush.

The Court: Did liquid Savabrush in your judg-

ment, to [71] any extent supplant sales that you

might otherwise have had of the powdeted Sava-

brush %

The Witness: To a great extent, yes.

The Court: It did supplant it?

The Witness : It is an entirely different market,

your Honor, and

The Court: If liquid Savabrush had not been

available, would you have had greater sales of the

powdered Savabrush?

The Witness: We would have had less sales of

powdered Savabrush.
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The Court: You mean less than you in fact had

of the powdered Savabrush?

The Witness : Yes, yes.

Mr. Gardner: There is just one thing

The Court: It is an interesting statement; I

would be glad to have your explanation.

The Witness: All right, I will try to give it.

Mr. Hall: I was going to ask that, your Honor.

The Witness: Yes, I will try to give it.

There are many accounts in the country, chain

store accounts for instance, with the Grant, Fire-

stone, J. J. Newberry, also many large paint and

hardware accounts, who for one reason or another

did not previously handle the Schalk line; Sava-

brush, for instance, up until a few years ago was

a ten cent item, and man}^ of these stores— [72]

you can imagine the amount of volume to have a

ten cent item in order to end up with any sales

volume at the end of the year.

When, however, Schalk Chemical came out with

items like liquid Savabrush with a higher list value,

many of these accounts took on the Schalk line as

such, and in so taking on the line carried with

the old products like Savabrush and Waxoff.

Q. (By Mr. Gardner) : At the same time

weren't you attempting to get into the hardware

stores more and more, too; don't you have a sales

force out?

A. By all means, Mr. Gardner; yes, sir.

Q. Don't they contact these hardware stores'?

A. Yes, sir.
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Q. Isn't it a gradual process of contact and

contact and then eventually getting the account;

doesn't that have something to do with it?

A. Yes, sir.

Q. I mean, your salesmen, themselves?

A. Yes, sir.

Q. Weren't you putting on more and more effort

through these years to get more accounts'?

A. More than, more effort than what, Mr.

Gardner ?

Q. Don't you have a continual, make a con-

tinual [73] effort to get more accounts ?

A. By all means, yes, sir. We make a continual

effort to better our salesmen, better train them,

and

Q. How large was your sales force in 1948,

sir? A. I don't recall, Mr. Gardner.

Q. How large was your sales force now?

A. We have approximately 15 salesmen.

Q. Fifteen salesmen. The figures that you

quoted I noticed you obtained those figures from

some sort of memorandum in your pocket?

A. Yes, sir.

Q. Who prepared that memorandum?

A. The memorandum that I have was prepared

by me, Mr. Gardner.

Q. That was prepared by you. Are you an

accountant, sir? A. No, I am not.

Q. Where did you get the figures that you put

on that memorandum?
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A. Those figures came off the case sales report

for the year 1957.

Q. What is a case sales report ?

A. It is a breakdown of all cases sold during

the year of each individual size of each individual

product.

Q. And who added them up? [74]

A. That was done by our bookkeeper in the of-

fice.

Q. That was done by somebody else?

A. Yes.

Q. And is there any possibility that you could

have made an error in your figures'?

A. These figures, Mr. Gardner, can be recon-

ciled, and have been by the total of each individual

size of each individual product in relation to the

total sales for the years, period.

Q. But you haven't done that, have you?

A. No, sir; I haven't done that.

Q. You just took the figures that were given

you, and you can't say whether or not they are ac-

curate, can you? A. I guess not, sir.

Mr. Gardner: No further questions.

Redirect Examination

By Mr. Hall:

Q. The products that were produced by Schalk

Chemical Company prior to 1948, Mr. Althouse,

were any of those in liquid form?

A. No. [75]

\
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The Court: You may proceed.

Mr. Hall: Your Honor, may I recall Mr. Alt-

house for a couple of questions on redirect examina-

tion? Government Counsel has no objection.

The Court: You may.

Mr. Hall: Mr. Althouse.

JACK ALTHOUSE
resumed the stand, having been previously duly

sworn, was examined and testified further as fol-

lows:

Redirect Examination

(Continued)

By Mr. Hall:

Q. Mr. Althouse, from 1949 to 1954 what posi-

tion did you hold in Schalk Chemical Company?

A. I was manager, eastern division.

Q. By manager, what do you mean ?

A. I was responsible administratively for all the

activities of the Chicago factory, plant and sales

operation.

Q. That office covered what territory nationally ?

A. That covers the eastern United States from

roughly the north and south line through Denver,

Colorado.

Q. Mr. Althouse, yesterday you testified that or

concerning a case sales summary which Schalk

makes monthly, semi-annually and annually.

Do you have with you summaries of that nature ?

A. Yes; I did. [78]

Q. What years, Mr. Althouse ?
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A. These are the semi-annual and annual sum-

maries from 1954 up through the first six months

of 1958.

Q. What is the purpose of making a sales sum-

mary?

A. It served two purposes really.

One, it provides one of the checks and balances

in making sure that errors don't occur in sales

figures.

Two, it's really the only accurate comparison we

have on sales for a given product, a given size of a

given product, for a given period of time. I say

it's the only accurate record we have. Dollar totals

can be misleading by reason of the fact that if you

have a price increase, for instance, your billing on

a particular product would automatically be higher,

and if you considered only the dollar value, you

might imagine that you have a modest increase in

sales for this particular product when it's not only

conceivable but likely that you might have a de-

crease or sales might be static.

Q. I see.

Thank you, Mr. Althouse.

Recross-Examination

By Mr. Gardner:

Q. By the way, Mr. Althouse, how old are you?

A. I'm 39.

Q. You are 39, and ten years ago you were 29,

is [79] that correct? A. That's right.
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Q. Twenty-nine at the time you were assistant

manager ?

A. I was made manager, eastern division, in

1949, I guess I would be 30 years old.

Mr. Gardner: Thank you, sir.

Redirect Examination

(Continued)

By Mr. Hall:

Q. What was your formal education, Mr. Alt-

house ?

A. I have a Bachelor of Science Degree in Busi-

ness Administration.

Mr. Hall : Thank you.

Mr. Gardner: No further questions.

Mr. Hall: May this witness be excused?

The Court: He may be excused.

(Witness excused.)

Mr. Hall: Call Mr. Farman.

GERALD I. FARMAN
a witness called by and in behalf of the Petitioners,

having been first duly sworn, was examined and

testified as follows

:

The Clerk: You may be seated, please.

Will you state your name and address tor the

record, please? [80]

The Witness : G. I. Farman, F-a-r-m-a-n, 205

W. Orange Grove Avenue, Sierra Madre.
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Direct Examination

By Mr. Hall:

Q. Mr. Farman, are you president of Schalk

Chemical? A. I am.

Q. Are you also one of the individual Petition-

ers in this proceeding *? A. I am.

Q. Will you speak up, Mr. Farman, for the pur-

pose of the Reporter? A. I will.

Q. How long have you been president of the

Schalk Chemical Company ?

A. Since January 15, 1948.

Q. Mrs. Farman is also an individual Petitioner

in this proceeding, is that correct f

A. That is correct.

Q. When were you and Mrs. Farman married?

A. August 14, 1931.

Q. Approximately how old was Mrs. Farman 's

son, Mr. Horace O. Smith, Jr., at that time?

A. I believe about 17.

Q. Did Mr. Smith live with you and Mrs. Far-

man after your marriage? [81] A. Yes.

Q. For how long after?

A. Until he got married.

Q. You recall when that was?

A. No; I do not. I don't recall the date.

Q. After Mr. Smith's marriage, where did he

and his wife live?

A. They lived in the guest house that was ad-

joining up.

Q. In other words, they lived with you?
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A. On the property, yes.

Q. For how long did they live with you, ap-

proximately %

A. Approximately two years, I would say.

Q. Mr. Farman, what formal education did Mr.

Smith have?

A. He, as I recall it, he went through grade

school, public school, and then he went to private,

went in a private school. He didn't graduate from

high school. He went in a private school.

Q. Mr. Farman, do you know when Mr. Smith

started to work for Schalk Chemical Company'?

A. As I remember, it was 1936. I haven't that

date.

Q. Prior to going to work for Schalk Chemical

Company, what business experience did Mr. Smith

have, if any? [82]

A. He worked for a Ford agency in Pasadena

for approximately six months, as a salesman.

Q. Did he have any other prior business ex-

perience? A. Not to my knowledge.

Q. As far as you know?

A. Not to my knowledge.

Q. During the years 1910 to 1945, Mr. Farman,

what was your occupation?

A. I was a cbief of .'uiipi)ly of the Pacific Di-

vision, Army Engineers, iJ'. S. Army.

Q. What were your duties as chief of supply?

A. The awarding of contracts, the contracts for

building the airports, the ordnance bases, all work

that is done by the Army Engineers in connection
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with war effort, various types of camps, directing

dredging of harbors for the Xavy. It does not an-

swer it?

Q. You refer to the Pacific Division. What was

the Pacific Division?

A. The Pacific Division included the 11 western

states, the south Pacific, central Pacific, and north

Pacific theaters of operation.

Q. Mr. Farman, while you were acting in that

capacity as chief of supply for the Corps of En-

gineers, did you have at any time, have any occa-

sion to contact Schalk on the behalf of the Corps

of Engineers? [83]

A. It was my duty to obtain supplies from vari-

ous sources of various types of supplies; on two

different occasions that I specifically recall at this

moment I wanted to purchase double X for bleach-

ing hospital fioors at Modesto and was turned down.

I tried through Mr. Smith direct and later

through Mrs. Farman to get these supplies, explain-

ing that I would issue a priority for the raw ma-

terial.

On another occasion I wanted a water softener

for Marysville. And Marysville is built on the lava

bed there, and the water is very, very hard, and

I wanted hydro pura for water softener and offered

them a large order with a priority, and I was turned

down. That order was later given to Borax, and I

asked Borax to contact Schalk because they had

automatic packaging equipment and, get them to
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take over as a subcontractor, so that I could get

this supply expedited.

Q. As to each of those, I want to ask you some

questions, Mr. Farman.

You mentioned an order for Double X. When,

approximately, was that?

A. As I recall, it was 1943.

Q. Who did you talk to and talk about it?

A. And I talked to Mr. Lieben and Mr. Smith

directly about it. [84]

Q. Who was Mr. Lieben?

A. Mr. Lieben was the manager at that time of

this office here, I believe.

Q. You also mentioned Hydropura, an order for

Hydropura. When was that, Mr. Farman?

A. I don't recall the exact date. It was either

1942 or '43, I believe, that we billed Marysville.

Q. Who did you talk to on that occasion?

A. Mr. Smith and Mr. Lieben.

Q. Did you personally talk to anybody at Schalk

about packaging material for Borax?

A. Yes; I went with Mrs. Farman down to the

office and asked. Mrs. Farman said why can't we

package this, this Borax material for them, and I

was present when it was turned down again. [85]

* * *

Q. (By Mr. Hall) : Were there any other oc-

casions on which you contacted Schalk for materials

for use in some war effort with which you were

connected ?
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A. During 1942 and 1943 and 1944 we were

building crash boats over at San Quentin, and one

other place in McNeil IsJand in the northwest, and

we wanted a caulking mat(-rial for these crash boats

and I tried to buy wood putty from Schalk for

this.

I believe, as a matte]- uf record, I did write to

Schalk: I have not a co|»y of this, incidentally; I

wrote to Schalk and asktd to buy 10,000 pounds of

wood putty for caulking; San Quentin was turned

down.

Q. Mr. Farman, as cliicf" of supply for the Pa-

cific Division of the Cor])s of Engineers, what was

your authority with resp<'(-t to the issuance of pri-

orities ?

A. I had full authority to issue a priority on

every, on all supplies aii<l every project that was

built where the contractor supplied the materials,

Q. Were the priorities issued by your office?

A. They were issued by my office.

Q. As I understand 3^<'iir testimony, these orders

that [86] you testified to \v(re refused by Schalk?

A. They were.

Q. What did Mr. Smith say to you with regard

to these orders, if anything?

A. I recall Mr. Liebeii's answer much more

clearly, that if we supplifd the Government with

the supplies, why, they inay not, it may interfere

•with their customer relations.

In fact, they thought their customers should sup-

ply the Government direct at a profit, which I ob-
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jected to. I complained to Mr. Lieben at that time

again that I would issue a priorit}^ for the supplies,

and it was our general practice to issue approxi-

mately ten per cent overage, and he would have

the benefit of that ten per cent in raw materials for

customer relations, again our customer accounts.

Q. Mr. Farman, as chief of supply and con-

cerning these orders, were those the only orders

which you could have directed to Schalk at that

time ?

A. Absolutely not.

I happened to be in a position that we were using

various types of materials that Schalk was making

and especially in camouflaging oil storage plants and

down the coast. The aircraft factories were all

camouflaged under our offices, and we needed ma-

terials for cleaning our spray guns and other ma-

terials that Schalk were manufacturing, in dire

need of them. [87]

Q. Mr. Farman, was this attitude on the part of

the management of Schalk a matter of concern to

you and Mrs. Farman and the rest of the family?

A. It surely was, very much.

Q. Did it become a matter of controversy be-

tween you? A. It did.

Q. Then in the period from 1942 to '45 what

other policies or actions of Schalk 's management,

if any, caused you and Mrs. Farman and the rest

of the family to become concerned about the busi-

ness?

A. Well, Mr. Smith would not co-operate in any
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way with the other stockholders of Schalk. He
wouldn't take advice.

During that period—I don't want to get off from

the subject here—during that period there was a

terrific demand from the trade, meaning retailers

and wholesalers alike, for any product they could

possibly get ahold of to sell.

Prior to 1940 obviously Schalk 's products had

reached a peak and had started sliding due to the

fact that they were outmoded.

We suggested that it was imperative that the

company go into a research program and develop

new products that were easier to use and not so

commonly known in formula [88] wise, and so forth.

Any product development and research of the

markets were turned down.

I can't recall offhand all of the various things

that came up exactly.

We did, Mrs. Farman presented, and in my pres-

ence, and I presented new products, and they were

turned down, completely, by management, includ-

ing Mr. Lieben and Mr. Smith.

One of the products specifically was liquid starch.

It had never been a liquid starch on the market,

and we came in with a formula for liquid starch.

Mr. Gardner: May I interrupt just a moment,

please ?

The witness is continually referring to ''we.''

I would like to have that clarified as to who he

means by this term.

I
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The Witness : In this instance Mrs. Farman and

I. I will use that from now on.

Mr. Gardner: And on the prior instances that

we made suggestions which were received'?

The Witness : That is, I will clarify that by say-

ing Mrs. Marlow; that is Mr. Smith's sister. Mrs.

Baker, Mrs. Smith's sister, a stockholder, and Mrs.

Farman and myself. I will be very clear.

Mr. Gardner: Thank you.

The Witness: DDT was another product that

we thought was new, it was new, and on the market

we thought, Mrs. Farman [8] and I specifically,

mentioned this as an insecticide, it wasn't on the

market.

Mr. Gardner: May I inquire again, sir, what

year are we speaking about?

The Witness: We are speaking of the years

from 1942 to 1945.

Mr. Gardner : 1942 to 1945 you suggested DDT ?

The Witness: That is a question.

Q. (By Mr. Hall) : Mr. Farman, what produc-

tion methods were used by Schalk in those years'?

A. The first time I saw the factory in Chicago

was in October or September or October, 1945. They

were filling packages by hand, using a little scope,

graduated scope, filling it, gluing the packages and

putting them in a container to hold.

Q. Did they have any automatic equipment *?

A. They had no automatic equipment. They had

some or one piece of semi-automatic equipment.

Q. Did you recommend to management that they
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install automatic equipment? A. I did.

Q. During that period was the advertising of

Schalk handled through any agency?

A. It was handled through during the period of

1942 [90] to 1945, I believe it was Honig-Cooper.

It was handled through Dr. Hal Stephens, who was

vice president of Erwin Wasey Company, and then

that was absorbed by Honig-Cooper. I can't tell you

the exact date, but it was all handled by their same

agency.

Q. Were you and Mrs. Farman satisfied with

the particular advertising picture of Schalk?

A. We definitely were not.

That was again a main point of controversy be-

cause of the money spent on advertising without

any follow up.

Q. What advertising does Schalk employ?

A. At this time?

Q. What did it employ at that time ?

A. They used full pages in the Saturday Eve-

ning Post, full pages in Better Homes and Gardens,

American Home, Good Housekeeping, and many
other leading magazines.

Q. Your objection, then, was that the costs were

out of line?

A. The costs were prohibitive.

Q. You mentioned Mr. Lieben being manager.

Was the fact that Mr. Lieben was manager a matter

of controversy?

A. Very much so. Mr. Lieben was the dominating

influence in the Schalk Company. Mr. Lieben 's at-
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titude towards Mrs. Farman was not timely. [91]

Mr. Gardner: If the Court please, T would like

to object to the testimony of this witness insofar

as it relates to Mrs. Farman and the other mem-

bers of the family. It hasn't been shown there have

been any foundation here that this witness is as-

sociated with the corporation at this time. Now
anything he has to state regarding the members of

the family is strictly hearsay, and I object very

strongly to any testimony by this witness relating

to how the members of the family felt or any testi-

mony in connection with that at all.

What he felt, that's all right, but there has been

no foundation to show that he was connected either

with this corporation at this time.

The Court: He may state what he observed.

Mr. Hall: In his presence.

The Court: In his presence, but he may not

The Witness: I'll definitely state that Mr. Lie-

ben was very insulting to Mrs. Farman in my
presence and caused the family to be very con-

cerned over his position as manager, and later when

he was promoted to general manager of the com-

pany.

Further, I was told by Mr. Fulmer, the manager

in Chicago

Mr. Gardner: I object to this now. This is some-

thing that is hearsay that is coming in here. [92]

The Witness: Hearsay when it's told me direct?

Mr. Gardner: Let's not have him testify to it, I

think then.
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The Court : The witness may not say what some-

one else told him.

Mr. Hall: Your Honor, at a time as Mr. Gard-

ner states that there has been no foundation that

he was connected with the corporation, or would

that ruling apply to after the time he was connected

with the corporation?

The Court: I haven't made any such general

ruling.

My ruling is simply limited to hearsay state-

ments.

I suggest it might be more helpful if Counsel

put direct questions to the witness rather than

letting him wander at large.

Mr. Hall : Thank you.

Mr. Gardner : Could we also have dates "? I never

get the date, the time Mrs. Farman was insulted

by Mr. Lieben in his presence. I don't know whether

that was prior to the period we're talking to or sub-

sequent.

Q. (By Mr. Hall) : When did that occur, Mr.

Farman? A. In 1945 and 1946.

Q. When did you leave the position as chief of

supply of the Corps of Engineers'?

A. In August, 1945. I took annual leave. [93]

Q. The war had ended by that time; was that

the reason you left that job?

A. It was the reason that I took annual leave,

that my work had slacked down and I had not had

a day off from August, 1940.
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Q. What did you immediately do Tipon taking

annual leave?

A. I talked with Bob and Mrs. Farman.

The Court: Who is Bob?

The Witness: Pardon me. Mr. Smith. I'm sorry.

I talked with Mrs. Farman and Mr. Smith in

regard to their problems. They were the various

problems that had been in controversy.

Q. (By Mr. Hall) : When did that conversation

take place?

A. In the latter part of August and the 1st of

September, 1955.

I made certain suggestions.

Q. Just a minute. Do you know a Mr. Henry O.

Wackerbarth? A. I do.

Q. Who is Mr. Wackerbarth?

A. An attorney here in Los Angeles.

Q. What connection did he have with Schalk

Chemical Company? [94]

A. He was a secretary and a director for the

company and the attorney for the company.

Q. At what period of time, Mr. Farman?

A. From 1931 through 1947.

Q. When were you elected a director of Schalk

Chemical, if you recall.

It has been stipulated, your Honor, that it was

in 1945.

Mr. Gardner : I believe that was it.

Q. (By Mr. Hall) : Do you know, Mr. Wacker-

barth's signature? A. I do.

Q. Would you be able to recognize it?
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A. Yes; I would.

Mr. Hall: Mr. Clerk, will you mark this Peti-

tioner's ^Exhibit 15 for identification, please?

The Clerk: Exhibit 15 for identification.

(The document above referred to was marked

Petitioner's Exhibit No. 15 for identification.)

Q. (By Mr. Hall) : Mr. Farman, I hand you a

document which has been marked Petitioner's Ex-

hibit 15 for identification, and I ask if that docu-

ment bears the signature of Mr. Wackerbarth ? [95]

A. It does.

Q. Will you describe what that document is?

A. Well, it mentioned

Q. No, no, Mr. Farman. I just wanted you

A. It's a letter addressed to Mr. Stanley

Guthrie, Mrs. Farman 's attorney.

Q. What is the date of it, Mr. Farman?

A. Dated September 20, 1945, in which it sets

forth the various controversies.

Q. That is enough. And was Mr. Wackerbarth

Mr. Smith's attorney? A. He was.

Q. Mr. Farman, Petitioner's Exhibit 15 for iden-

tification is addressed to Mr. Stanley W. Guthrie.

Who was Mr. Guthrie?

A. Mr. Guthrie was Mrs. Farman 's attorney.

Mr. Hall: I offer this as Petitioner's Exhibit 15.

Mr. Gardner: No objection.

The Court: Admitted.

The Clerk: Petitioner's Exhibit 15.
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(The document heretofore marked for iden-

tification as Petitioner's Exhibit No. 15 was

received in evidence.)

Mr. Hall : Your Honor, may I place that in front

of the witness for a moment? [96]

Q. (By Mr. Hall) : Mr. Farman, Petitioner's

Exhibit 15 refers to an arrangement involving the

setting up of an executive committee for the com-

pany.

Was such a committee set up?

A. It was.

Q. How was it accomplished?

A. The bylaws of the corporation were amended

to allow for an executive committee.

Q. At the time the bylaws were amended to set

up the executive committee, were there any changes

made in the directors of the company?

A. I was made a director at that time.

Q. Anyone else that you recall?

A. Mr. Guthrie was accepted with a position of

director.

Q. Were you elected an officer at that time?

A. I was not.

Q. Were you later elected an officer?

A. Later in 1946 I was elected a vice presi-

dent.

Q. Did the executive committee prove to be a

satisfactory arrangement ?

A, It did not. It was completely ignored by Mr.

Smith, and it was not a workable plan.
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Q. Why wasn't it workable? [97]

A. Because Mr. Smith didn't recognize the ex-

ecutive committee. It was only a name. It was a

name only and he did not recognize it.

Q. What vote was required of the members?

A. Unanimous vote on all subjects of any con-

sequence, all major subjects, at least.

Q. Who were the members appointed to the ex-

ecutive committee?

A. Mrs. Farman, Mr. Smith and myself.

Q. How long did Mr. Guthrie stay on the board

of directors?

A. Approximately a year, to my knowledge. I

wouldn't say a year.

Q. Did he resign at that time?

A. He was asked by Mr. Smith to resign.

Q. In what year was this?

A. In 1947.

Q. I believe it was in 1946, was it not?

A. It could have been. I'm sorry.

Q. He was asked by Mr. Smith to resign?

A. He was.

Q. Mr. Guthrie had accepted the privilege of

being the director on what condition?

A. On one condition only, that he would go in as

an arbitrator. [98]

Q. At a subsequent time after his resignation as

director or was that vacancy filled?

A. It was filled by Mr. Smith, filled by a Mr.

Roush,

Q. Who was Mr. Roush?
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A. Mr. Roush was the auditor for the firm at

that time.

Q. Do you recall when Mr. Roush was elected a

director ?

A. He was elected a director, I believe, in March,

1947, when I was fired.

Q. Was there an annual shareholders' meeting

in 1947? A. There was.

Q. Do you recall approximately the time that

that meeting was?

A. I believe it was either January or February.

I can't recall the exact date.

Q. It was at that meeting that Mr. Roush was

elected director?

A. That was the meeting when he was elected.

Q. Was there an annual directors' meeting fol-

lowing the annual stockholders' meeting?

A. There was, yes.

Q. What took place at that meeting, Mr. Far-

man?
A. The office of vice president was the office that

I held, as vice president was, no [99]

Q. Was what?

A. Well, it was eliminated. I guess that is the

term for that. The executive committee was dis-

pensed with, and the bylaws amended to take care

of both the office of vice president and the execu-

tive committee.

Q. By take care, what do you mean?

A. To abolish these two positions.

Q. Were you present at that meeting?
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A. I was.

Q. Did you object to that action?

A. I did.

Q. Did Mrs. Farman object? A. She did.

Q. But you remained a director, is that correct?

A. I was director because I represented my two,

the two girls, Mrs. Marlow and Mrs. Baker.

Q. By represented, what do you mean, Mr. Far-
man?

A. Well, I was their representative on the board
of directors for the company, at their request. Mr.
Smith and his board couldn't eliminate that posi-

tion because of my representing them.

Q. Was that because of the provisions of the

trust?

A. That's because of the provision for the trust,

of the trust.

Q. Now, as I understand it, approximately De-
cember, [100] 1945, until early in 1947 you were
employed by Schalk Chemical ? A. I was.

Q. During that period of employment, what
were your duties with Schalk Chemical?

A. I was an expediter of raw materials from
September, '45, until all through that period.

Also, in 1946, entered into the study and means
of recommendations on modern production, buying
equipment, and that sort of thing.

Q. And now what was your first job that you
undertook for Schalk?

A. I understood to get materials for Schalk.

Q. What did you do in that regard first ?
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A. I went to Chicago with Mr. Smith and found

that

Q. When was that?

A. That was in September, 1945.

Q. What were the conditions at the Chicago

plant at that time?

A. They were entirely out of materials. The

employees were not doing anything because of not

having any raw materials to formulate and pack-

age.

Q. What did you do by going to Chicago?

A. I immediately took all of the orders that

were, they had on hand, which was a tremendous

amount of orders, [101] and advised them to find

out, ascertain how much materials would be needed

to fill these back orders that dated back as far as

June, 1945.

After making the analysis, I then had a quick

picture of the amount of materials that would be

required to operate the business.

Q. Was management taking any action at that

time to secure materials?

A. Their version to me was they couldn't get

them.

Q. Were you behind—strike that.

Were you hired in a sense to obtain materials;

that was the purpose of your being?

A. That was the purpose of my employment.

Q. What items were they short of exactly, Mr.

Farman ?

A. They were out of trisodium phosphate, which
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was the bulk of their raw material requirements.

They were entirely out of sodium perborate, an-

other product that was essential to the formulation

of the products.

In fact, they were entirely out of all materials

that were required.

Q. Trisodium phosphate, would you explain

which of the products that were then produced by

Sehalk, which of those products was it essential to

have trisodium phosphate for?

A. Their leading product and the largest profits

maker [102] is Double X, and it's essential to

Double X, also essential to Savabrush and Waxoff

.

Q. The other item was what, that you specifi-

cally mentioned ?

A. Sodium Perborate I specifically mentioned,

W'hich is very essential to Double X. There were

two other products.

Q. The company was also manufacturing wood

putty at that time? A. Wood putty.

Q. What is the essential ingredient in wood

putty?

A. Molding plaster, which is a gypsum product,

was essential and it was in short supply.

Q. At the time you reviewed the orders, did you

ascertain from whom Sehalk Chemical was obtain-

ing these two, let's say, two essential raw materials?

A. I did.

Q. Who were they obtaining those from?

A. They were obtaining trisodium phosphate

—
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that's misstated—they had a contract with General

Chemical for trisodimn phosphate.

They were not getting any supply at all on that

contract. They had a contract with DuPont Cor-

poration for perborate, and perborate was essen-

tially, it was on priority and was so important to

the war effort they were miable to obtain that, and

they had a contract with United [103] States Gyp-

sum Company for molding plaster, which was not

being recognized by U. S. Gypsum.

Q. After you reviewed the orders and deter-

mined what was needed, what did you do ?

A. I asked permission to go to New York to see

General Chemical Company, and also I wanted to

be at New York to see the American Agricultural

Company, which is a big manufacturer of trisodium

phosphate and so forth.

Q. Did you go to New York"?

A. I went to New York and contacted these

people.

Q. Did you contact U. S. Gypsum?

A. I did.

Q. Did you contact General Chemical?

A. I did.

Q. Did you obtain any supplies from them ?

A. From neither one of them.

Q. Were you able to obtain supplies?

A. I was able to obtain supplies, yes.

Q. Approximately when were you able to ar-

range to have these raw materials shipped to

Schalk?
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A. I have two carloads of trisodium phosphate

rolling from an independent source in October,

1945, and November, 1945.

Q. Did you set up any general sources of sup-

ply for those raw materials other than from United

States Gypsum or [104] general chemical?

A. I set up a new source of supply right in

Joliet, Illmois, known as the Lawson Chemical Com-
pany, who agreed to supply us trisodium phosphate,

suj^ply all our needs of trisodium phosphate, though

it was in short supply.

Q. Do you obtain that raw material from them,

that organization today? A. We do.

Q. What about molding plaster?

A. I went to a new source of supply, the Circle

T Corporation, and obtained their willingness to

supply us our full requirement of molding plaster,

and they fulfilled that promise.

Q. How soon after you embarked upon this job

of obtaining materials did the plant in Chicago go

back to full production?

A. To my best recollection, we were back in full

production in February, 1946.

Q. In addition to raw materials, were there any

other essential supplies that were short?

A. Very difficult to obtain shipping cases, the

cartons, the packages that we packaged in. Any
paper products were in short supply, and I had to

find sources for that.

Q. Was Schalk in short supply itself? [105]
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A. Definitely out of most of all shipping cases,

most cartons.

Q. Were you able to obtain those supplies for

Schalk?

A. I was. In fact, I obtained a carload of

cartons in Chicago and shipped them to Los An-

geles for their production.

* * *

Q. (By Mr. Hall) : Now, Mr. Farman, did you

have anything to do with the development of new

products for Schalk Chemical Company in 1946?

A. I obtained the two products and recom-

mended their

Q. You were looking into the subject of the

product of Schalk Chemical Company at that time?

A. Mrs. Farman and I recommended approxi-

mately 18 or 20 products that would fit into Schalk

Chemical Company. Some of them

Q. The products that were then being manu-

factured by Schalk were what, Mr. Farman? [106]

A. Were Savabrush, Double X, Waxoff, Wood
Putty and Crack Filler.

Q. In your opinion were those products meet-

ing the market demand at that time ?

A. Market study that I personally made in 1945

in Southern California indicated that the products

were fast becoming obsolete.

Q. Why was that, Mr. Farman?

A. Because new products were being introduced

to the market that were easier to use, faster and

more effective in the form of liquid products.
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Q. Were all of the products that were then

being produced in powdered form, is that correct"?

A. All products in 1945 were produced in

powdered form.

Q. Was there a product added to the line in

1946?

A. Plaster Pencil w^as added in 1946.

Q. What did you have to do with adding that

product to Schalk Chemical line?

A. I was in Boston working with Mr. White,

Edmund White, one of Schalk 's salesmen at that

time, and we called on a customer over in Cam-

bridge, and I found a plaster stick called plaster

stick, made by the Leonard Company in Des Moines,

Iowa, and bought one of them and discussed pos-

sibility of Schalk 's going into that and another

product [107] and eventually we did produce that

product.

Q. That, you mentioned that product to man-

agement? A. I did.

Q. What was management's reaction?

A. They were reluctant to go into it, I believe,

for at least one reason.

They couldn't manufacture it themselves. They

didn't have the facilities.

Q. Was it manufactured by Schalk when it was

put on the market?

A. It was not. It was manufactured by the Lake

Chemical Company of Chicago.

Q. Was that pursuant to a contract between

Schalk and the Lake Company?
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A. We contracted with them to make this

product.

Q. Who arranged that contract '?

A. I did personally.

Q. Were there any products added to the Schalk

line in 1947?

A. During 1946 I also found another product

on the market for cleaning grease off from wall

paper, and I think—I picked up that package and

recommended that we also go into that product.

It was produced, actually got onto the market

in 1947. [108]

Q. You stated that some other products were

recommended but refused, Mr. Farman. Would you

give some illustrations?

A. We recommended a liquid brush cleaner.

Mr. Gardner: If the Court please, once again

I would like to have the witness instructed to state

who is this we.

The Witness: I'm sorry.

These recommendations that I will mention were

made by Mrs. Farman and Mrs. Marlow, some by

Mrs. Marlow, some by Mrs. Baker, and some by

myself. I cannot segregate them.

We recommended a liquid brush cleaner which

was very essential because liquid brush cleaners

were coming on the market and powder brush clean-

ers were commonly, are fast becoming flow movers.

Q. (By Mr. Hall) : Were there any on the mar-

ket at that time, Mr. Farman?
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A. Liquid brush cleaners, I knew of one at that

time.

Q. Does Schalk produce a liquid brush cleaner

today? A. We do.

Q. How many competitors do you have today?

A. Approximately 20. [109]

Q. What other products did you recommend ?

A. Recommended a paint and varnish remover.

Q. That was a liquid? A. A liquid.

Q. That was in 1946? A. During 1946.

Q. Were there any products of that nature on

the market at that time?

A. Yes ; there were possibly three or four. There

was only one important one that had started to

break into the market, and they were not, it wasn't

common enough to be an obstacle.

Q. You recall when Schalk put that product on

the market?

A. We put a paint and varnish remover, liquid

paint and varnish remover, two liquid paint and

varnish removers on the market in 19

Q. Approximately ?

A. Approximately 1956.

Q. How many competitors were there at that

time that were producing the same product?

A. Probably 35 or 40.

Q. You mentioned liquid starch in your prior

testimony. Was that also recommended in 1946?

A. That was recommended in either 1945 or '46

by [110] Mrs. Farman in my presence.

Q. Was there any liquid starch product on the
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market at that time? A. There were not.

Q. What is the situation today?

A. It is liquid starch made by several companies

today, but the main one here on the coast is a thing

called Vano Corporation in San Francisco, who

put out the first liquid starch, I believe.

The Court: You have mentioned from time to

time various recommendations that Mrs. Farman

made either alone or in conjunction with you or

recommendations that two of Mrs. Farman 's sisters

have made. Did you outline briefly just what ex-

perience they had had in either the fabrication of

such products or of their knowledge of market con-

ditions that would warrant the assumption that

such products could possibly profitably be dis-

tributed?

The Witness: Mrs. Marlow and Mrs. Farman,

as housewives, were interested in finding products

that were, would make their housework easier and

make the home a better place in which to live, so

they were natural as housewives.

Mrs. Farman, your Honor, was an employee of

the company at this time, and the duties that were

outlined in her employment was the study of the

market, of market conditions, of the study of and

research on new products. [Ill]

She had as an adviser Dr. Diehl here in Los An-

geles and was paying Dr. Diehl personally out of

her own pocket.

Does that answer?

Q. (By Mr. Hall) : Now, during the period that
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you were employed by Schalk Chemical Company,

in addition to the matters you have testified to be-

fore, were there any other matters that the—be-

came of concern to you and to Mrs. Farman and the

rest of the family in a matter of controversy with

Mr. Smith and his management '?

A. There were many. I will try and

Q. Start with the first one.

A. I mentioned before Mr. Lieben's appoint-

ment as general manager in 1944, the refusal to

modernize production, refusal to spend any money

on research.

Mr. Gardner : If the Court please, is this witness

testifying as of the time when he was associated

with the corporation?

The Witness: I am.

Mr. Gardner : Or is this hearsay ?

The Witness : No ; I am testifying from Septem-

ber, 1945, through 1946.

Mr. Gardner: Thank you, sir.

Q. (By Mr. Hall) : Mr. Farman, did you do

anything about production [112] methods in 1946?

A. I did.

Q. What did you do?

A. I recommended the purchase of two pieces

of equipment that were, that made it possible for

us to produce the products that were sold in 1946.

Otherwise, we wouldn't have been able to have

hit our sales peak under the old methods.

Q. Were there any other matters that came up

during that year that were a matter of controversy ?
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A. One specific point I would like to mention

is the matter of expansion of shop, the matter of

new products that were so necessary for the con-

tinuation of Schalk as a company.

We were virtually out of business because of lack

of raw materials. From there we went into pro-

duction [113]
* * *

Q. (By Mr. Hall) : Did you make any recom-

mendation in 1946 with reference to the expansion

of the Chicago plant? A. I did.

Q. What was that recommendation *?

A. The Philco Building became available dur-

ing 1946 at a price that Mrs. Farman and I, who

inspected the building, felt we could pay, and rec-

ommended it to Mr. Smith.

Q. What were the conditions at the Chicago

plant? Would you describe the conditions at the

Chicago plant which required expansion?

A. Our space was not adequate to expand our

facility, our products, and build new products.

Q. In what respect, Mr. Farman ? [115]

A. The square footage of floor space is the main

thing.

Q. Was it overcrowded?

A. It was overcrowded.

Q. In what respect was it overcrowded?

A. Our raw materials were being purchased in

carload lots, which required a lot of space for stor-

age, and we obtained new equipment to pieces of

new equipment which took up space.
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Our business during 1946 was, the volume was

far greater than any other year in the history of

the company, and naturally it required a terriffic

lot of space to manufacture these to meet this pro-

duction.

Q. Was there any consideration of the liquid

products that were contemplated at that time in

connection with the facilities?

A. The liquid products had all been turned down
by Mr. Smith and Mr. Lieben.

Q. In connection with your recommendation that

the facilities be expanded, did you have a plan or

an arrangement whereby you could purchase other

properties or acquire other property ? [116]

A. The Philco Building was one block north of

our present plant, and it was on the market at

$118,000. It was adequate for expansion, probably

would have taken care of the production up to now.

Q. As an officer of the company, what money,

to your knowledge, was spent for advertising in

1946? A. Approximately $97,000.

Q. In 1945? A. Approximately the same.

Q. 1947? A. Approximately the same.

Q. Was that a matter of controversy, Mr. Far-

man?
A. It was a very definite, was a matter of con-

troversy, not between Mrs. Farman and Mr. Smith,

but between his two sisters, Mrs. Marlow and Mrs.

Baker, and Mrs. Farman, and myself, and Mr.

Smith.

Q. Who was Mr. Jacobs?
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A. Mr. Jacobs was a chemist that I recom-

mended be employed to produce new products for

Schalk Chemical Company.

Q. When did you recommend that Mr. Jacobs

be employed?

A. It was during 1946, in the early part of '46.

Q. Was he employed? A. He was.

Q. How long did he remain employed by Schalk

Chemical? [117]

A. He was fired in March, 1947, my best recol-

lection.

Q. Did you object to the firing of Mr. Jacobs?

A. I did.

Q. Who was he fired by? A. Mr. Smith.

Q. As a director and an officer of Schalk, did

you study the financial statements of Schalk in the

years 1945, '46 and '47? A. I did.

Q. What did you notice with regard to costs of

goods sold?

A. The ratio of cost of material to the cost of

goods sold was fast increasing, which meant that,

in other words, the raw materials costs were going

up very rapidly.

Q. Was labor going up also?

A. Labor was also going up.

Q. Did you make any recommendation because

of that fact?

A. I first recommended that we raise, increase

our list price.

Q. When was that recommendation made?
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A. That was first recommended in the latter part

of 1945.

Q. Who did you make that recommendation to*?

A. To Mr. Smith, and it was then recommended

by the [118] executive.

Q. Were the prices increased?

A. They were not.

Q. In '46 or '47 ? A. They were not.

Q. Was any equipment disposed of by the com-

pany during the period '46 and early part of '47?

A. Mr. Smith gave an automobile to one of the

salesmen that quit because of his being retired, be-

cause of his age.

Q. By gave, what do you mean ?

Mr. Gardner: May I inquire further, how did

you know that, Mr. Smith

The Witness: I was there, sir.

Mr. Gardner: Very good, sir.

The Witness: I objected very seriously because

automobiles were in short supply, very impossible

to buy, and I thought that the company ought to

keep the car.

He proceeded to tell me that it's none of my
business.

Q. (By Mr. Hall) : During the period '45, '46,

did Schalk Chemical Company sell products to chain

stores'? A. They did not.

Q. Did you make any recommendation? [119]

A. I did.

Q. In that regard?
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A. I recommended we expand our market by

selling to chain stores.

Q. By chain stores, what do you mean?

A. Newberry, Kress, Grant, chains known as

five and ten cent stores.

Q. Does Schalk sell to those outlets ?

A. We have about four outlets at the present,

J. J. Newberry and W. T. Grant, we have Sears,

that we didn't have at that time, and we have sev-

eral small five and ten cents stores that we sell di-

rect to.

Q. You mentioned, Mr. Farman, that in terms

of sales 1946 was a high year. In your opinion, why
did this occur?

A. We were shipping in 1946 orders that were

dated in June, 1945. From June on through '45.

We were unable to ship them because of no raw

materials. Actually 1946 sales are not sales that or

orders that were received in 1946; they are 1945

and '46,

Q. What type of account was Schalk serving to

a large extent in 1946, I mean, what type of cus-

tomer accounts?

A. They were serving paint stores and hardware,

wholesalers, some retail stores.

Q. Were there any other type of accounts that

were peculiar to that period? [120]

A. During the period 19—latter part of '45 dur-

ing my employment with Schalk, in '46, the retail

stores and wholesalers alike could sell anything they

could buy. They naturally would like to or pre-
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ferred selling products that they were geared to

sell, but they bought Schalk products because if

they could get them, they at least ordered them, and

many other products, but Schalk products specifi-

cally that we're talking about, just to have some-

thing to sell.

Their shelves were not bare, but in bad shape.

All merchants were.

Q. Do you have an illustration of such an ac-

count ?

A. One illustration I can give you, several, one

of them here in town was Goff Industries.

Q. What is Goff Industries?

A. They are an electrical wholesaler.

Q. Do you sell to Goff Industries?

A. No, sir.

Q. When was the last time that you sold to

them? A. 1946.

Q. Now, reverting, Mr. Farman, to the execu-

tive committee arrangement that you testified was

set up in September of 1945, I believe, and con-

tinued until at least in power until some time in

1947, how quickly after it was set up did it show

signs of not being workable? [121]

A. My answer would be immediately, within 30

days.

Q. Why, what was the occasion at that time that

indicated that it was not workable ?

A. I don't specifically recall.

There were so many occasions that I don't recall



Commissioner of Internal Revenue 14

U

(Testimony of Gerald I. Farman.)

the first occasion other than that Mr. Smith pro-

ceeded to ignore the committee and

Mr. Gardner: If the Court please, that is a con-

clusion, and I regret very much the necessity of

making objections continuously to this type of tes-

timony.

Mr. Hall: The objection is well taken.

Q. (By Mr. Hall) : The executive committee

was an arrangement to settle the disputes, so to

speak, was it not?

A. That was the purpose of the executive com-

mittee.

The Court: Did you have meetings of the com-

mittee 1

The Witness: Yes.

The Court: How often did it meet?

The Witness: We met every day. Officially we

set it up to meet once a week as official body, but

we were together every day. We were working to-

gether.

The Court : Were any minutes kept of the meet-

ings?

The Witness : Yes, they were, by me.

Q. (By Mr. Hall) : In 1945 and '46, were any

other plans suggested [122] for the settlement of

the dispute that existed at that time ?

A. Yes; several suggestions offered. I don't re-

call the first one now, Mr. Hall. There were many
suggestions offered.

Q. Do you recall any of them? What other
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methods were proposed to settle this dispute with

Mr. Smith?

A. Mr. Smith proposed that he would get out

for a given amount of money.

Q. What did he want to get out?

A. He asked, his first request was, he said he

would get out for $25,000 as president of the com-

pany. He later retracted and made it $50,000.

Q. When was this, Mr. Farman?
A. It was during 1946.

Q. Were there any other suggestions as to the

manner of settling it, by employment contracts or

otherwise ?

A. We included this time all of the family, Mrs.

Marlow, Mr. Marlow, Mrs. Baker, Mr. Baker, Mrs.

Farman and myself, offered him an eight-year con-

tract to act in a capacity that he was qualified to

act and with a minimum wage.

Mr. Gardner: If the Court please, that is an-

other conclusion, acting in the capacity he was

qualified to act.

That is the opinion of this witness, and I think

the record should show clearly that that is merely

his own [123] opinion.

Mr. Hall: Yes.

Q. (By Mr. Hall) : Will you state exactly what

the proposal was, Mr. Farman, if you recall?

A. We proposed an eight-year employment con-

tract with a minimum salary. I can't tell you what

the salary was.

Q. A guaranteed minimum salary?
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A. Guaranteed, minimum salary for eight years.

Q. As part of that proposal, what was the pro-

posal with respect to the supervisor of the trust?

A. That he would resign as supervisor in favor

of Mrs. Farman.

Q. What was proposed with regard to his job

with the company, I mean, he was to be employed

for eight years'?

A. In a capacity, he was to remain in a capacity

of, oh, may I word it this way: We were going to

set up a workable executive committee and not pin

down to the unanimous vote of all, the majority

vote, and he was to serve on this executive commit-

tee and as one of the directors of the company.

Q. In the early part of 1947, I believe you stated

your employment you said with Schalk Chemical

Company. Following that situation, what steps were

taken to settle [124] the dispute still existing?

A. In 1947?

Q. 1947. A. Oh, we started suit.

Q. By we, who do you mean?

A. The family started suit. I believe it was Mr.

and Mrs.—no, Mrs. Baker and Mrs. Marlow, and,

I believe, they were the ones that started the suit.

Q. Was that discussed by the family, and with

whom?
A. It was discussed with Mrs. Farman and all

members of the family, including Mrs. Marlow 's

husband and Mrs. Baker's husband.

Q. The suit was filed, it is part of the record

that is attached to the stipulation, what else oc-
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curred in 1947 with regard to settlement of the

dispute ?

A, Well, due to the fact that the suit had been

started, negotiations continued for the settlement.

Mr. Gardner: If the Court please, may I in-

terrupt ?

I don't believe that this witness is qualified to

testify regarding the results of this suit or what

went on during the suit. He is not a party to that

suit.

Q. (By Mr. Hall) : Did you have anything to

do with the filing of that suit?

A. I did. [125]

Q. What did you have to do with it?

A. I was in Mr. Guthrie's office at all times,

when there were any controversy or any negotia-

tions, or at any time that plans were laid prior to

the suit and during the suit.

Mr. Gardner: If the Court please, I still object

to the testimony of this witness relating to that suit

on the grounds that he is not a party to that suit.

He is nothing but a spectator,

Q. (By Mr. Hall) : In 1947, Mr. Farman, were

meetings held with Mr. Smith in an attempt to ne-

gotiate a settlement? A. They were.

Q. Of the dispute? A. They were.

Q. Where were those meetings held?

A. In Mr. Guthrie's office, in the Pacific Mutual

Building.

Q. Who was usually present at those meetings?

A. Mrs. Farman and I were always present at
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the meetings. Mrs. Marlow and Mrs. Baker were

there at most of them.

Q. Was Mr. Smith present*?

A. Mr. Smith was always present, yes.

Q. Was Mr. Wackerbarth, his attorney, [126]

present ?

A. On one or two occasions, only, that I know of.

Mr. Hall : Mr. Clerk, will you mark that as Peti-

tioner's Exhibit 16, for identification?

The Clerk: Exhibit 16 for identification.

(The document above referred to was marked

Petitioner's Exhibit No. 16 for identification.)

Q. (By Mr. Hall) : Mr. Farman, were you

present at a meeting on January 15, 1948, at Mr.

Guthrie's office? A. I was.

Q. Who else was present at that meeting?

A. Mr. and Mrs. Marlow, Mr. and Mrs. Baker,

Mr. Smith and Mrs. Farman, Mr. Guthrie, of

course.

Q. Was Mr. Wackerbarth present?

A. I can't say. I don't recall.

Q. Was an agreement signed at that meeting?

A. Yes, sir.

Q. Did you personally see the parties to the

agreement sign it at that meeting?

A. I did.

Q. I hand you a document which has been

marked Petitioner's Exhibit 16 for identification,

and ask you if that is the agreement which you

refer to? A. This is the agreement. [127]
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Q. In your prior testimony'? Is that the agree-

ment? A. This is the agreement.

Q. Would you describe what it is, that is, who
the parties are and the date of it?

A. The parties to the agreement are Mrs. Far-

man, Evelyn Smith Marlow, Patricia Farman
Baker, and Horace O. Smith, Jr.

Q. The date of that agreement?

A. The date of the agreement is January 15,

1948.

Mr. Hall: I offer this in evidence as Petition-

er's Exhibit 16, your Honor.

Mr. Gardner: No objection.

The Court: Admitted.

(The document heretofore marked for iden-

tification as Petitioner's Exhibit No. 16 was

received in evidence.)

Q. (By Mr. Hall) : That is what we may from

time to time refer to as the settlement agreement.

Now, Mr. Farman, did you participate in most, if

not all, of the negotiations leading to the exhibit

which is Petitioner's Exhibit 16? A. I did.

Mr. Gardner: Your Honor, I object to that ques-

tion. That calls for a conclusion of this witness as

to whether or not he participated in all of them. He
is not a party [128] to this agreement. His name

isn't on that agreement any place, and I object to

that type of a question from this witness. He doesn't

know.
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The Court: Will the Reporter read the ques-

tion?

(Record read.)

The Court: I will let the witness answer that.

The Witness: I did.

Q. (By Mr. Hall) : Over what period of time

did those negotiations take place, over what period

of time"? A. Leading up to this?

Q. Yes. A. I would say from all of 1947.

Q. Now, during that period and prior thereto

and up to the time of that agreement, did you make

further studies and inquiries as to Schalk's finan-

cial condition?

A. During the time that we negotiated the agree-

ment? Will you give me the question again?

Q. Yes. Were you keeping in touch as a director

of Schalk with the financial condition of the com-

pany? A. I certainly was.

Q. In these negotiations were you authorized to

represent anyone?

A. I was authorized to represent Mrs. Marlow

and Mrs. Baker. [129]

Q. Were you authorized to represent Mrs. Par-

man? A. I was.

Q. As a representative and individually in 1947

and the beginning of 1948, Mr. Farman, what was

your opinion or let me state it this way, did you

have any opinion as to the condition and future

prospects of Schalk? A. I did.

Q. What was your opinion?
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A. My opinion was that Schalk was very much

on the downgrade.

In fact, it was, had a limited life, because of no

future products development.

Q. On what did you base that opinion, Mr. Far-

man ; could you tell us the items ?

A. Well, I can tell you the items, yes.

The trend at that time was towards more modern

products, products that were easier to use, faster

and more convenient to use.

I base my statement that Schalk was fast becom-

ing a firm that would not continue in business on

the fact—a known fact—that DuPont used a ten-

year yardstick as to the length of life of a product

from the time it's first marketed until it hits its

peak.

Schalk 's products, some of their products were

much, had gone far beyond the ten years without

any [130] improvement in formula.

The sales analysis that I personally made indi-

cated that the products had already started downhill

in 1938 and '39, and had it not been for the war,

Schalk would have been out of business, but the

war, as I stated before, created a demand for prod-

ucts.

Mr. Gardner : If the Court please, this is just a

series of conclusions and opinions. I dislike to inter-

ject this same objection, but it does get rather tire-

some, your Honor.

The Court: He was asking for an opinion, and

his opinion may well be relevant, and I will let the

answer stand.
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Mr. Hall: I was asking what the facts w^ere.

Mr. Gardner: He is bringing in other conclu-

sions, now^ in answering his opinion.

Mr. Hall : That was his opinion, Mr. Gardner, as

to the products, and he was stating the basis for his

opinion.

Mr. Gardner: Very well.

Q. (By Mr. Hall) : What was the financial con-

dition of Schalk at the end of 1947?

A. Schalk lost approximately $32,000 in 1947.

Q. Was that one of the factors which you based

your opinion on? [131] A. Absolutely.

Q. Mr. Farman, I hand you Petitioner's Exhibit

9, which is the audit report of Schalk Chemical

Company for the year ended December 31, 1947,

and I direct your attention to the balance sheet as

of December 31, 1947, and the first item under cur-

rent liabilities, which is a note payable to the Union

Bank.

Do you know when that note was payable, was

due, Mr. Farman?

A. It was due in September, 1947. I believe I'm

right on that date.

It was due in 1947, the latter part.

Mr. Hall: May I have this marked?

The Clerk : Exhibit 17 for identification.

(The document above referred to was marked

Petitioner's Exhibit No. 17 for identification.)

Q. (By Mr. Hall) : Mr. Farman, are you fa-

miliar with the signature of Horace O. Smith, Jr. ?
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A. I am.

Q. I hand you a document which has been

marked Petitioner's Exhibit 17 for identification,

and ask you if that document bears Mr. Smith's

signature? A. It does. [132]

Q. Would you describe what Petitioner's Ex-

hibit 17 for identification is?

A. This is a note signed by Schalk Chemical

Company, Mr. Horace O. Smith, Jr., and Henry

Wackerbarth, in the amount of $2,500.

Q. I believe this is $20,000.

A. $20,000. It was dated October 29, 1947.

Q. That note shows the due date of January 29,

1948? A. That's correct.

Mr. Hall: I offer this in evidence as Petitioner's

Exhibit 17.

Mr. Gardner: No objection.

The Court: Admitted.

(The document heretofore marked for identi-

fication as Petitioner's Exhibit No. 17 was re-

ceived in evidence.)

Q. (By Mr. Hall) : Is that the note that is re-

ferred to in the first item under current liabilities?

A. That is this note here, yes. [133]

•X- * *

Q. (By Mr. Hall) : Mr. Farman, prior to the

noon recess you had stated your opinion in 1947

and beginning of 1948 as to the future of Schalk,

and you were stating the factors upon which you

base your opinion.
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I do not recall at what point where you left off,

but would you like to state the factors again, please,

or continue stating them?

A. The fact that we, that the Schalk Chemical

Company lost money in 1947.

Q. Would you continue, Mr. Farman I You were

speaking about the year 1947.

A. The company suifered a major loss in 1947

of $32,158. The fact that they owed money to the

bank, the fact that their case was pretty much de-

pleted, led me to believe that the company could not

suffer another major loss in 1948. In fact, I was, I

firmly believed that the company would not survive

the end of the trust, the conclusion of the trust.

Q. And that belief was based upon a continuation

of the management that was then in control, is that

correct? A, That is true.

Q. What was your opinion, in your opinion what

was [135] the reason Schalk Chemical Company

having a low working capital at that time ?

A. In 1946 the company paid out a very large

dividend in the amount of $54,000 or $55,000, and it

was because of that that our working fund was, the

company's working fund was as low as it was.

Q. Also was your opinion based on any trends

within the company itself? By trends, I mean any

trends as to products or as to profit and loss over

the years, sir?

A. In 1940 the company also, this was a post-

war year, and the company also lost money.

Q. What was
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A. Then after the war it lost. Pardon me, you

started to ask me a question?

Q. No, go ahead.

A. The trend in the late '30 's that caused this

loss of the product decline, and I felt that during the

war it was the war economy that brought the prod-

ucts back and enjoyed the benefits of the profits we

made during the war years, but again back in 1947

we found a pattern or what I felt was a pattern of

another decline after the post-war years.

Q. Do you have any products specifically in

mind?

A. I had, yes, that was why I was looking for

this notebook, because I jotted down some figures.

I used two products here, Hydropura is one of

them. [136] Back in 1922 the company sold $270,244

worth of Hydropura. Back in 1931 the sale was

$14,363.

Now, the other product that I took, I just took

two products, didn't want to go into this deeply, was

the largest profit item that we had. It was a 75 list

seller, Double X, and Double X—in other words,

Double X was the leader in the line, and Double X
in 1937 the sales were $104,209, and in 1940, they

had declined to $78,000.

This decline was a lot due to the trend in the over-

all picture—the over-all market.

For instance, in the field of Double X, Hydro-

pura, or in the field of Double X the electric sanders

had come into the picture and were a rental item.
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Well, Double X was designed to take the varnish

off from the floors. They could rent a sander, and

in the opinion of practically a lot of the people the

Sander was an easier and quicker method of remov-

ing the varnish from the hardwood floors.

That trend

Q. In the use of Double X, how long does it or

what is the method that is applied ?

A. The method is very hard to remove varnish

with Double X. You have to have boiling water to

start with, and you put the powder in the boiling

water and mop it on the floor and get down and with

a scrub brush or, in many instances, steel wool and

remove the varnish, which is the [137] hard way

to do it.

Q. In 1947, what trends outside of the company

did you have in mind ? A. Well

Q. Basis of your opinion?

A. That was one of them ; the ease of application

of all of our products, were very difficult, very hard

to do. The Savabrush would require 48 to 60 hours

to soften a hard paint brush. Liquid brush cleaners

were coming on the market. They would soften a

brush and clean a brush overnight.

The do-it-yourself trend was very definitely on its

way, had a very good start, and our products—it

was very essential that we tie it in with this do-it-

yourself trend.

Q. In your opinion, did the prior management in

any way tie into that trend ? A. They did not.

O. What was the result of that failure to do so ?
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A. ComxDetition came in very strongly and came

in with products that were easy to use or easier to

use, certainly, than our old fashioned methods of

powdered products.

Q. Did inflation in any way affect your opinion ?

A. It certainly did. We were definitely paying

terrifically high prices and they were increasing, not

yearly, [138] but monthly, and this inflation caused

me to believe that if we were to survive, another

reason if we w^ere to survive, that we would have to

increase our prices, our list prices, and we'd have

to do something about competition by meeting the

discounts allowed by competition, w^hich we were not

meeting.

Q. At that time Schalk was producing certain

products which were allied to the paint industry,

were they not ?

A. They were. Their products were all associated.

Q. Associated paint products? A. Yes.

Q. Was there any dangers in that, Mr. Farman ?

A. I felt definitely that we should diversify our

products, and talked at length with management

about diversifying into other fields. This was not

an unusual thing. The other companies, similar com-

panies, were diversifying as fast as they could in

fields not directly associated in the paint industry.

The Court : When were these discussions ?

The Witness: During 1947, is the date that I

understood.

The Court : Did you have any discussions of this
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character after the filing of the suit in April 11,

1947?

The Witness: We still continued to negotiate a

settlement, sir. [139]

Q. (By Mr. Hall) : And also Mr. and Mrs. Far-

man were directors of the company at that time.

What was the danger in being limited to the as-

sociated paint products field, in your opinion?

A. At that time there was some indication that

the large, the major paint companies would produce

their own products. That would definitely eliminate

the sale of Schalk to these companies. They would

sell their own brand names.

I'm speaking specifically of Pittsburgh Plate

Glass, Sherman-Williams, and all of their associated

companies.

There was a definite indication that they were

going to do that, and some of them, some of the

products were on the market at that time under

their brand name.

Q. Did the dispute that was going on with Mr.

Smith and the rest of the family, did that affect

your opinion in any way? A. It certainly did.

My purpose of continuing negotiations and trying

to settle this thing was that I felt very definitely

that the company couldn't survive under the condi-

tions that were existing, the contention and so forth.

The Court: Was that point of view the same

point of [140] view that you held at the time the

suit was instituted ?
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A. Yes, sir. I felt that way when we instituted

the suit.

The Court : Was there any evidence at that time

of an adverse earnings picture ?

The Witness : Oh, the adverse earnings were ac-

tually, I think, just started in March or April of

1947.

The Court: According to Exhibit 2, the suit was

actually filed, the complaint was filed on April 11,

1947, and it is a rather lengthy document.

I would imagine that the determination to file this

suit was arrived at at some point considerably

earlier than April 11, 1947, was it not?

The Witness : I think it was. Judge, your Honor.

I felt that, as many of them did, meaning the prin-

cipals, stockholders, that it was necessary to do

something or the company would be completely out.

Nothing being done toward a new product type of

thing as I mentioned this morning. Definitely some-

thing had to be done to remove the management and

get the thing on a basis so that it would survive.

The Court: My questions are directed not so

much towards the diversification of products, or the

improvement of products, as they are towards the

actual earnings picture of the company, and as I

look at Exhibit H, the audit report [141] for 1946,

there appears to have been a very favorable earnings

picture for the year '46, the last full year before

the filing of this suit.

The Witness: Yes.
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The Court: And, therefore, rather puzzled am I

by your statements about adverse earnings.

The Witness: May I

The Court: You are sure there were adverse

earnings in the year '47 but that was the year it was

completed, a good many months after the determina-

tion to file the complaint in the suif? I would ap-

preciate having any comments you can make.

The Witness : The only thing I made plain, first,

the large earnings in 1946 may be attributed to, one,

we were shipping orders received as far back as

June, 1945. We were shipping those orders in '46.

Number tv/o, we had been able to obtain by insti-

gating and negotiating new contracts with suppliers

to fill all of the orders we had on hand. The market

at that time was the market, being in the trade,

were clamoring for any type of product they could

get to sell.

The people had the money to buy and products

were, many many commodities were in short supply,

and it was a very hard thing for the market, the

trade, to find products to sell. They were selling shop

products. There [142] were many companies selling

Schalk products that didn 't do it in '47.

Q. (By Mr. Hall) : Also, Mr. Farman, my ques-

tion was directed to your opinion as of the time of

the settlement agreement, at which time there was a

question of whether to proceed with the lawsuit or

to settle it, and that was in early '48, and at that

time you were aware of the lawsuit, is that correct ?

A. Certainly was.
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Q. You became president, you testified, on Jan-

uary 15, 1948.

Shortly after that did you make a survey of

Schalk 's accounts? A. I did.

Q. In what manner or procedure did you do

that!

A. I covered the middle west. I travelled by au-

tomobile covering the middle west, the south, and the

eastern seaboard, calling on all major accounts.

Q. For example, would you give an illustration

of the accounts you called on?

A. I naturally covered the two major accounts in

the United States, Sherman-Williams in Cleveland.

That's their main of&ce. Also Pittsburgh Plate Glass

in Pittsburgh, Pa. But I covered such accounts as

the wholesale hardware [143] accounts in Cleveland,

Worthington Company, Bingham, Belknap down in

Louisville.

The Court : At what time was this ?

The Witness: In 1948 shortly after I became

president.

The purpose of this was to make a survey of

Schalk 's position -in the market and trend towards

new products.

Mr. Gardner: If the Court please, I fail to see

the materiality of his testimony as to what this wit-

ness did after the agreement in question was exe-

cuted. He is now the president and all the acts that

have taken place now, what he does now, I don't see

has any relevancy on this case at all.

Mr. Hall: Your Honor, a survey was made
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shortly afterwards, and I think the Petitioners are

entitled to state their opinion as to the result of that

survey, which is close enough to the key time to show

some evidence as to why they moved as they did in

1948.

The Court: It rounds out the picture.

I will receive the evidence.

Q. (By Mr. Hall) : Mr. Farman, how long did

it take you to make this survey?

A. About seven weeks.

Q. How many accounts would you say 3^ou con-

tacted, [144] roughly?

A. Roughly about 2,000 accounts.

Q. In your opinion, what was the attitude of

Schalk's accounts at that time, as far as the Schalk

line of products was concerned ?

A. Will you reword that?

Q. In your opinion, what did you determine was

the attitude in the industry towards Schalk at that

time?

A. In this case I would like to be specific, very

specific.

Belknap, who is the largest wholesale hardware

in the world, Charlie Coble in the buyer department,

specifically said, you're a nuisance.

Mr. Gardner: I object to that as hearsay.

The Court: Overruled.

Q. (By Mr. Hall) : Continue, Mr. Farman.

A. He said, we like you. You're a small company,

a good company, probably, but your products are
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outdated. You are back in the horse and buggy days,

and you are a nuisance account to us.

I had to inquire what a nuisance account was. I

had never heard the expression before.

Pittsburgh Plate Glass invited me out when I

went in by stating that we have asked the Schalk

Chemical [145] Company to come over and see us,

and they told us to come see them.

Sherwin-Williams

Mr. Hall: All right.

Q. In your opinion, what was Schalk 's standing

in the industry at that time, at the time of this sur-

vey, in your opinion?

A. My opinion was it was a has been, that Schalk

was a has been, if that is satisfactory. It had been a

good company.

Q. In 3^our opinion, was Schalk standing in the

industr}'—what is Schalk 's standing in the industry

today, in your opinion?

A. Schalk has been a leader for several years.

They have put out more products than any one com-

pany in the field, as evidenced by our

Q. AVhat do you mean by leader?

A. They are the largest manufacturer of home

repair and associated paint products.

They are in two fields today. They are the largest

manufacturer in a number of products.

The Court : Speaking of the number of products

or the gross receipts or what?

The Witness: No, the number of products.



Commissioner of Internal Revenue 169

(Testimony of Gerald I. Farman.)

That's what I tried to qualify, Judge, I'm [146]

sorry.

Q. (By Mr. Hall) : Why is the number of prod-

ucts an important consideration?

A. The trend, in fact this is more than a trend

today, it is necessary in today's markets, to cut for,

the wholesaler to cut inventories to the bone, and to

cut expenses.

Expenses have climbed to the point where it is

very essential to cut them. It is preferable, and as

borne out in our own operation for a company to

buy as much as they can from one source. This is

developing more and more as 1958 progresses.

Q. Since you became president of Schalk Chemi-

cal Company, Mr. Farman, what has been the divi-

dend policy of the company?

A. We have not paid a dividend. I advised the

stockholders when I went in as president that I

wanted their permission to bury or plow back into

the company as much as I possibly could earn for

building a long-lasting substantial business.

To do that, it required a lot of money, required

money to put new products on the market. We have

introduced, I believe it was, brought out nine new

products in the last ten years.

Q. Have you presently any negotiations going on

for the acquisition of facilities in Chicago ? [147]

A. We have. We have been over a period of

3^ears, since 1949, 1950, where we got back in volume,

it was absolutely necessary to increase our facilities

by new and larger buildings, and we have been ne-



170 Schalk Chemical Co., etc., et al., vs.

(Testimony of Gerald I. Farman.)

gotiating for several years to find a cheaper location

where we could or find a building^already built where

we could produce new products that we have in

many instances tested and are ready for the market

but we are handicapped because of cramped facili-

ties.

Mr. Hall: May I have Plaintiff's Exhibit 16.

Your Honor, excuse me just a moment.

Q. Mr. Farman, I hand you Plaintiff's Exhibit

16, which is, with permission of Counsel, I may call

the settlement agreement, you have testified that

there was a meeting on that date and that you were

at that meeting and saw that document executed

with that meeting. Were other papers executed on

that date, within your recollection ?

A. I wouldn't know without studying this. There

were other, there were certain bases that were a

part of this settlement agreement.

Q. We have in evidence as Plaintiff's Exhibit 4,

Mr. Farman, a release dated January 15, 1948,

signed by Mrs. Farman, Mrs. Marlow and Mrs.

Baker in favor of Mr. Elmer J. Jensen. Would you

state who Mr. Jensen was?

A. Mr. Jensen was Mr. Colyear, Mr. Colyear a

former president of the company, manager I believe,

and was a [148] director of Schalk during Mr. Jen-

sen's or Mr. Colyear 's reign as president.

Q. Bid I understand you to say that Mr. Jensen

was a manager of Schalk?

A. Of, I'm sorry, of Colyear Motor Sales.

Q. But he was a director of Schalk?
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A. He was a director of Schalk.

The Clerk: Exhibit 18 for identification.

(The document above referred to was marked

Petitioner's Exhibit No. 18 for identification.)

Q. (By Mr. Hall) : Mr. Farman, I hand you a

document that has been marked Petitioner's Exhibit

18 for identification, and ask you if that document

bears the signature of Mr. Horace O. Smith, Jr. ?

A. It does.

Q. Would you describe that instrument, just the

title of it and the date of it?

A. It's dated January 15, 1948, consent to can-

cellation of portion of dividend declared.

Mr. Hall: I offer this as Petitioner's Exhibit 18.

Mr. Gardner: No objection.

The Court: Admitted.

(The document heretofore marked for identi-

fication as Petitioner's Exhibit No. 18 was re-

ceived in evidence.) [149]

The Clerk: Petitioner's Exhibit 18.

Mr. Hall: I am sorry, your Honor, I would like

to have the witness have that agreement, please.

The Court: Exhibit 16?

Mr. Hall: Yes.

Q. (By Mr. Hall) : Mr. Farman, you have in

front of you the settlement agreement, which is Ex-

hibit 16, and you have testified that negotiations

leading to that agreement took place over several

months' period, and I don't recall your testimony, so
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I ask you the question again; where were the meet-

ings held to discuss the settlement agreement?

A. At Mr. Guthrie's office in the Pacific Mutual

Building.

Q. Did you attend all of those meetings?

A. I attended every meeting. My office was also

adjoining there, and I attended every meeting.

Q. What proposals were made at those meetings

by way of settlement of this entire problem?

A. By way of settlement the eight year agree-

ment that we offered employment to Mr. Smith.

Q. This is in 1947, Mr. Farman?

A. That occurred in 1947. We offered employ-

ment to Mr. Smith on a contract of employment

guaranteeing him eight years, that he remain on the

board. [150]

Mr. Gardner: Might I inquire again as to who
we are?

The Witness: The stockholders of the Schalk

Chemical Company, Mrs. Farman, Mrs. Marlow and

Mrs. Baker.

The Court: Were you taking an active part in

the negotiations ?

The Witness : Yes.

The Court: Were you representing Mrs. Far-

man's interest?

The Witness: Mrs. Farman and the two girls.

Mr. Hall: I think there was testimony to that

effect, your Honor.

Q. (By Mr. Hall) : Can you be more specific.
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Mr. Farman, as to what the proposals were, let's say,

from your side of the fence?

A. I definitely recall that we offered eight years,

an eight year contract, to Mr. Smith, that he remain

on the board as a director, that he remain an em-

ployee of the company and receive a salary for his

services.

I recall that one very well, and it was turned

down.

Q. Were there any other proposals I

A. There is no doubt of other proposals. I just

haven't the key. There were many proposals. We
offered everything we could to settle this without

getting into a wrangle.

Q. What did Mr. Smith propose ? [151]

A. Mr. Smith first said I'll get out if you'll pay

me $25,000.

Later he retracted it and made it $50,000.

Q. When did he make that type of a proposal?

A. During the latter part of 1947.

Q. You say he retracted the offer to take $25,000

and made it $50,000? A. Yes, sir.

The Court: What did you understand him to

mean by saying I '11 get out ?

The Witness: I understood that he would

The Court : Was there included within that offer,

as you understood it, an offer to sell or dispose of his

interest in the company, as well as to relinquish any

hold that he had on management ?

The Witness: Your Honor, the first proj)osal of

$25,000, as I understood it, was that he would resign
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as president and relinquish his position as super-

visor of the trust in favor of Mrs. Farman.

The second proposal I very definitely understood

included his interest, his stock interest in the com-

pany.

Q. (By Mr. Hall) : Did he at any time, Mr.

Farman, oflev to give you an option on his stock?

By you, I mean the rest of the family 1 [152]

A. Yes, he did. I would like to go on record that

we didn't want his stock. We, meaning Mrs. Farman

and her two daughters, were not interested. I was a

negotiator in this case, and they were not interested

in buying his stock. In fact, they preferred not to

buy his stock.

Q. What were they interested in?

A. They were interested in

Mr. Gardner: If the Court please, I think the

witness is to testify as to what he knows of his own

knowledge. What they are interested in should be

testified to by the people themselves, that is Mrs.

Farman, Mrs. Baker and Mrs. Marlow.

The Court : I will let him testify because he rep-

resented them in these negotiations.

The Witness: The sole interest of Mrs. Marlow,

Mrs. Baker and Mrs. Farman was to reach a peace-

ful conclusion wherein this business could be op-

erated without fear of it going broke.

Q. (By Mr. Hall) : Again I come back to the

proposal from your side of the fence, Mr. Farman.

What was proposed, either by you or by your attor-

nev, Mr. Guthrie?
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A. I'm afraid I'm a blank on it.

Q. Did the company have money at that time to

make a settlement? [153]

A. Definitely. At that time, of course, it was

always the intention, as far as clear understanding

was concerned, that the company would pay Bob

this money, but they were, there were many factors

that entered into it.

Bob refused to begin mth to accept the money

from the company. I believe—well, that's an opinion.

Anyway, the idea and the general intent was that

the company would pay Bob to relinquish his

Q. Did you make any proposal in regard to that?

Mr. Gardner: I would like to move that the wit-

ness' last answer be stricken for this reason, that

he stated it is always the intent of the company to

assume this obligation or to take this obligation.

That is the very point we are in issue with right

here.

Mr. Hall : May we have it read back ?

Mr. Gardner: That is a conclusion that I do not

think should be allowed to remain in the record.

Mr. Hall: I don't believe he said that, your

Honor.

The Court: I think he did say it.

Mr. Hall : Did he ? May we have it read back ?

The Court: The Reporter will read it back.

(Record read.)

The Court: No foundation at all has been laid

showing that there has been any corporate action
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whatever to justify [154] the testimony of the wit-

ness that such was the intention of the company, and

I will grant the Government's motion to strike.

Q. (By Mr. Hall) : Again, Mr. Farman, I would

like to ask you what was any or all of the proposals

you made to Mr. Smith in counter to his proposal?

A. One of the proposals that we made was that

we again institute an executive committee to operate

Schalk Chemical Company as a body that was fair

and could operate on a majority vote.

He refused that one.

Q. A^Tiat other proposals were made in 1947?

A. I'm afraid I don't recall what proposals were

made other than various plans. We proposed to pay

him what he first asked, the $25,000, to get out.

Q. By we, who do you mean?

A. The company, Mrs. Farman and her daugh-

ters agreed to that, and he changed his mind on that.

Q. He changed his mind on what, Mr. Farman?

A. On the $25,000 to get out or to resign.

The Court: Did you ever make the offer? I

thought he made the offer and it was withdrawn

before you ever accepted it.

The Witness: Well, I believe that the time that

it was, [155] that he made the offer, we said, well,

we said

The Court : If you had accepted it, there would

have been a deal right then and there, would there?

The Witness: I'm afraid not.

Mr. Hall: Your Honor

The Court: Did you accept?



Commissioner of Internal Revenue 177

(Testimony of Gerald I. Farman.)

The Witness : Yes, we were ready to accept.

Q. (By Mr. Hall) : At the time of the ac-

ceptance of any offer, Mr. Smith had still not exe-

cuted documents that took away his control, isn't

that correct, Mr. Farman f

A. Yes, he was supervisor of the trust, which

gave him absolute control over the company and its

stock.

Q. Mr. Farman, in 1947, and, your Honor, this

witness is having- trouble remembering; I have evi-

dence that shows some other facts

The Court: Proceed.

Q. (By Mr. Hall) : Is it not true, Mr. Farman,

that in 1947 your proposals to settle with Mr. Smith

and the family proposal was that the corporation

would pay Mr. Smith; wasn't that your proposal?

A. That was what I was trying to say, but I

guess I said it wrong because Mr. Gardner objected.

Mr. Gardner: I would like to note an objection

for [156] the record to that question.

Mr. Hall: I appreciate that, Mr. Gardner.

Q. (By Mr. Hall) : But what was Mr. Smith's

attitude to such a proposal ? A. He refused it.

Q. He refused what, Mr. Farman ?

A. He refused the offer for the corporation to

pay him the moneys to relinquish his position as

supervisor of the trust and president of the com-

pany.

Q. Now, referring to the agreement that is in

front of you

The Court : Did that refusal embrace also or was
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there included in the proposal that was refused an

offer to buy him out?

The Witness: Yes, and he refused for the cor-

poration, to allow the corporation to buy him out.

The Court: There are two kinds of offers with

respect to which there have been testimony. There

was a $25,000 offer which I understand that

The Witness: Which was rejected.

The Court : Which I understood did not involve

this relinquishment of his beneficial interest in the

enterprise—involved merely his relinquishing his

holding on management, and then I understood that

there was a $50,000 offer which [157] embraces both

his relinquishment of his beneficial interest in the

entire enterprise as well as his control over manage-

ment.

The Witness: That's right.

Q. (By Mr. Hall) : What, in fact, Mr. Farman,

was Mr. Smith's demanding at the time this agree-

ment was signed? I mean, what was his intent?

Mr. Gardner: I object to this witness testifying

as to what the intent of Mr. Smith was.

Mr. Hall: Strike that.

Q. (By Mr. Hall) : What did he state at that

time?

A. He stated he wanted $25,000 cash—$25,000 in

cash and $20,000 at the termination of the trust.

Q. Now, referring to that agreement, the agree-

ment spelled out a purchase price, $45,000 for the

whole interest in the company, Mr. Smith's whole
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interest in the company, so to speak, $25,000 pay-

able immediately and $20,000 after the termination

of the trust.

You have mentioned that he was willing to take

$25,000 to get out and then was willing to give up

his stock interest for $20,000. Were the terms

changed after that offer and this agreement?

A. The terms were changed to $50,000 and later

to [158] $45,000, which is a part of this agreement.

Q. Mr. Smith refused to enter into the agreement

if it were with the corporation?

A. With the corporation he refused that.

Q. On the date that agreement was signed, did

Mr. Smith state that he was happy or unhappy with

that agreement?

A. I don't recall him making any statement

about the agreement itself.

Q. Did he make any statement in connection with

the agreement? A. Not that I recall.

Q. Did he make any statement about being fear-

ful of getting his $20,000

A. Yes, he did, very definitely.

Q. Who did he make that statement to?

A. To Mr. Guthrie.

Mr. Gardner: If the Court please, I object to the

leading quality of these questions.

Now, he has testified he didn't remember, and

then the words were put in his mouth.

This is an important witness, and I think he

should remember himself and do his own testifying.
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I don't like to object, but there have been numerous

instances this afternoon of that. [159]

Q. (By Mr. Hall) : Referring to the settle-

ment agreement, Mr. Farman, that agreement

calls for $25,000 to be paid to Mr. Smith at the out-

set, and the agreement recites that Mr. Smith ac-

knowledge receipt of it on that date. Did you and

Mrs. Farman pay any part of the $25,000?

A. Yes.

Q. What amount? A. $15,000.

Q. Did that $15,000 come from personal funds?

A. It did not. We borrowed the money. We
didn't have the money.

Q. Who did you borrow it from?

A. We borrowed $5,000 from Mr. Guthrie, $5,000

from my mother, and $5,000 from Miss Garrett.

Q. Pardon ?

A. We borrowed $5,000 from my mother, and

$5,000 from Miss Garrett, Theodora Garrett.

Q. Did you give those persons any written evi-

dence of the loans ?

A. We gave them a note involving interest.

Q. Promissory note ? A. Promissory note.

Q. Were those notes ever repaid?

A. They were.

Q. When were they repaid? [160]

A. As soon as the trust agreement was com-

pleted or terminated.

Q. Were any specific funds used to make the re-

payment ?

A. They were repaid by corporation funds.
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Q. By corporation funds do you mean moneys

that were paid to you by the corporation?

A. Yes.

The Clerk: Petitioner's Exhibit 19 for identifica-

tion.

(The document above referred to was marked

Petitioner's Exhibit No. 19 for identification.)

Q. (By Mr. Hall) : Mr. Farman, I hand you

Petitioner's Exhibit 19 for identification.

Do you recognize that document? A. I do.

Q. What is it, Mr. Farman ?

A. It is a promissory note.

Q. It is a copy of a promissory note ?

A. A copy of a promissory note in favor of

Laura M. Farman, in the amount of $5,000, signed

by myself and [161] Mrs. Farman.

Q. What is the date on it?

A. January 15, 1948.

Q. Is that an exact copy of the note which you

gave your mother, Mrs. Farman? A. It is.

Q. In evidence of the loan she made to you?

A. It is.

Q. That note was repaid, is that correct?

A. That is correct.

Q. Do you have the original note? Was the

original note returned to you?

A. The original note was returned, yes.

Q. Where is it? Do you have the original note?

A. I do not have the original note.
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Q. Do you know what happened to it?

A. I do not know what happened to it. We moved

out of the house we were in, and we lost a lot of files.

Mr. Gardner: We do not object to the copy of

this document, if that is the purpose, your Honor.

Mr. Hall: For Counsel's information, the—and

the Court's, of course, this copy is from our office

files and has a pencilled note on it at the bottom by

one of the attorneys who was then in the office, and

it may be disregarded if Counsel so desires. [162]

Offer this as Petitioner's Exhibit 19.

Mr. Gardner: No objection.

The Court: Admitted.

(The dociunent heretofore marked for Identi-

fication as Petitioner's Exhibit No. 19 was re-

ceived in evidence.)

The Clerk: Petitioner's Exhibit 20 for identifi-

cation.

(The document above referred to was marked

Petitioner's Exhibit No. 20 for identification.)

Q. (By Mr. Hall) : Mr. Farman, I hand you

Petitioner's Exhibit No. 20 for identification, and

do you recognize that document? A. I do.

Q. What is it, Mr. Farman?

A. It is a promissory note in the amount of

$5,000, promissory note dated January 15, 1948, in

favor of Theodora Garrett.

Q. Is that a copy of the note that you signed in

favor of Theodora Garrett? A. Yes.
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Mr. Hall : Offered in evidence as Petitioner's Ex-

hibit 20.

Mr. Gardner: No objection.

The Court: Admitted. [163]

(The document heretofore marked for identi-

fication as Petitioner's Exhibit No. 20 was re-

ceived in evidence.)

Mr. Hall: To save time, your Honor, I have a

note in favor, copy of a note in favor of Stanley W.
Guthrie, in the sum of $5,000, dated January 15,

1948.

If there is no objection, I will oifer that as Peti-

tioner's Exhibit 21.

(The document above referred to was marked

Petitioner's Exhibit No. 21 for identification.)

Mr. Gardner: No objection.

The Court: Admitted.

The Clerk: Exhibit 21.

(The document heretofore marked for identi-

fication as Petitioner's Exhibit No. 21 was re-

ceived in evidence.)

Q. (By Mr. Hall) : The proceeds of the loans

which those notes were given for, the proceeds of

the loans for which those notes were given were used

for what purpose, Mr. Farman?

A. To pay off this blood money, this $25,000

Mr. Gardner: If the Court please, I object to the

witness' term ''blood money."

The Witness: This is what we called it. [164]
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Q. (By Mr. Hall) : It was used for what pur-

pose? A. To pay Mr. Smith the $25,000.

Q. It was part of the $25,000?

A. Part of the $25,000.

Q. That you paid to Mr. Smith, is that correct?

A. That's correct.

The Clerk: Exhibit 22 for identification.

(The dociunent above referred to was marked

Petitioner's Exhibit No. 22 for identification.)

Q. (By Mr. Hall) : Mr. Farman, I hand you

Petitioner's Exhibit 22 for identification, and ask

you if that document bears the signature of Mr.

Horace O. Smith, Jr. ? A. It does.

Q. Will you briefly describe what that is?

A. This is a letter addressed to Guthrie, Darling,

and Shattuck, attention Mr. Olson, who is attor-

ney

Q. What is the date of the letter?

A. September 12, 1947.

Mr. Hall: I offer this document as Petitioner's

Exhibit 22.

Mr. Gardner: No objection.

The Court : Admitted.

(The document heretofore marked for identi-

fication as Petitioner's Exhibit No. 22 was re-

ceived in evidence.) [165]

Q. (By Mr. Hall): Mr. Farman, Exhibit 22

states that Mr. Smith was not agreeable to a pro-

posal that had been made by Mr. Olson or Guthrie,
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Darling and Shattuck, or from your side of the

fence, and offered in return to resign for $25,000,

and to cause Mr. Rousch and Mr. Wackerbarth to

resign and offers to give the family an option to

buy his stock.

Do you recall that offer 1 A. I do.

Q. Was that accepted by you?

A. Yes. I believe that that was, that offer was

made in September.

Q. Those are not the terms that are set forth in

the settlement agreement or let me ask you this

question; Mr. Farman, did Mr. Smith at any time

accept any proposal made by the family?

A. No. The family, we were, it was the other way

around. Mr. Smith was making the proposals. All

of these proposals came from him. We didn't make

these proposals.

Q. Did the family accept any of the proposals of

Mr. Smith from time to time?

A. My answer is yes.

Q. But what happened to that acceptance or

those proposals'?

A. He refused to go through with them. [166]

Q. The $15,000 portion of the $25,000 that was

paid to Mr. Smith by you and Mrs. Farman, the

$15,000, did you expect to be repaid that $15,000 at

the time you made it?

A. Definitely we expected to be repaid.

Q. In what manner did you expect to be repaid ?

A. We expected this to be repaid by the corpora-

tion.



186 Schalk Chemical Co., etc., et at., vs.

(Testimony of Gerald I. Farman.)

Q. In what manner by the corporation ?

Did you have any specific expectation at that

time?

A. It was always the intent that the company

would, the corporation would pay back this money

that was borrowed to get Mr. Smith's resignation.

Mr. Gardner: If the Court please, the intent of

the corporation cannot be established by this witness

because this witness was not in control of that cor-

poration at that time.

The Court: He can't testify to the intent of the

corporation. The words he used were the intent, and

it left me in the dark as to whose intent he w^as talk-

ing about.

Was it your intent?

The Witness : It was the intent of Mrs. Farman,

her two daughters, myself, to pay this money, to get

this money back.

The family did not have the money. They had to

go out and borrow it. That was known to Mr. [167]

Smith.

The Court: It was your intention in some form

or other to get it out of the corporation ultimately ?

The Witness : We first offered, your Honor, and

tried to get Bob to negotiate this settlement with the

corporation, and he refused.

Then the only alternate we could take was to go

out and borrow the money because we were in fact

very much concerned over the company's existence

and we went out and borrowed the money to include

this eruption in the company and to be able to take
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it over, and we did not have the money and we had

only one source to get it back, and that was through

the corporation, and we tried to negotiate with Mr.

Smith prior to that for the corporation.

We offered to go out and borrow the money and

give the corporation so the corporation could pay

him off, and he refused that.

Q. (By Mr. Hall) : As a representative of Miss

Farman and Mrs. Baker and Mrs. Marlow and as

one of the parties paying part of the money, actually

paying 'part of the money to Mr. Smith, I would

like you to state, Mr. Farman, what was your intent

or yours individually and for the rest of the family

in entering into this agreement with Mr. Smith;

what was your intent ?

A. Our intent, I don't know that [168]

Q. What was your purpose?

A. The purpose was to get the corporation out of

his control, his absolute control.

Q. In connection with his control, what did Mr.

Smith demand in making the settlement, insofar as

the stock interest *?

A. He demanded that Mr. Guthrie and I person-

ally guarantee—he said that his contention this

agreement he didn't like it, that the corporation

would go broke before they ever paid off his $20,000,

and he demanded Guthrie and I guarantee the

$20,000, which we did personally guarantee it.

Q. As president of Schalk Chemical Company,

thereafter, Mr. Farman, did you at any time con-

sider any action in 1948 or '49 looking towards what
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was ultimately done in 1950 to execute an assign-

ment contract; did you consider that, or if you don't

understand my question

A. I don't understand the question.

Q. I will change it.

As a matter of fact, the assignment agreement was

not until 1950, and would you explain why, as presi-

dent of Schalk, you took no action with regard to

such an agreement until 1950.

A. I believe I understand it. Well, to begin with,

we were advised by counsel, by Mr. Guthrie and Mr.

Darling, [169] that this being a spendthrift trust,

until the trust agreement was terminated we could

not take a chance of paying the money out of it back

to the people that we borrowed it from until Mr.

Smith had lived and the agreement was terminated,

because if Mr. Smith had not lived, the agreement

would be not in effect.

We had no way of getting our money back, in

that case, but it being a spendthrift trust, we were

advised that we could not possibly, he couldn't turn

his stock over until the agreement was terminated.

Q. Mr. Farman, I hand you Petitioner's Exhibit

5, which is the minutes of a special meeting of the

board of directors of Schalk Chemical Company on

December 15, 1950, and I refer you to the resolution

commencing on page 3.

Will you glance at that resolution for a moment ?

The Clerk : Petitioner's Exhibit 23 for identifica-

tion.
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(The document above referred to was marked

Petitioner's Exhibit No. 23 for identification.)

Q. (By Mr. Hall) : You have read the resolu-

tion, Mr. Farman? A. I have.

Q. I hand you Petitioner's Exhibit 23 for identi-

fication, and ask you if that document bears your

signature ? A. It does. [170]

Q. That is your signature as president of Schalk

Chemical Company *? A. It is.

Q. Mr. Farman, would you describe what this

Petitioner's 23 for identification is?

A. It's assignment agreement.

Q. Between what parties ?

A. Between Schalk—between Hazel I. Farman,

Evelyn Smith, Patricia Baker and the Schalk Chem-

ical Company.

Q. Mr. Farman, did you execute Petitioner's Ex-

hibit 23 for identification in accordance with the

authorization contained in the resolution which you

read in the minutes of the board of directors of

Schalk on the meeting held on December 15, 1950?

A. I did.

Mr. Hall: Your Honor, I offer this as Petition-

er's Exhibit 23.

Mr. Gardner: No objection.

The Court: Admitted.

(The document heretofore marked for identi-

fication as Petitioner's Exhibit No. 23 was re-

ceived in evidence.)
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Mr. Hall: Your Honor, I have four checks, and

I will number them separately.

The first one, check No. 5234, Schalk Chemical

Company, payable to the order of Union Bank and

Trust Company, [171] Los Angeles, in the sum of

$20,000, offer that as Petitioner's Exhibit 24.

(The document above referred to was marked

Petitioner's Exhibit No. 24 for identification.)

Mr. Gardner: No objection to any of these.

The Court: Admitted.

(The document heretofore marked for identi-

fication as Petitioner's Exhibit No. 24 was re-

ceived in evidence.)

Mr. Hall: Offer check No. 5213 of Schalk Chem-

ical Company, dated February 10, 1958, correction,

1955, payable to the order of Evelyn Smith Marlow

in the sum of $5,788.13, offer that as Plaintiff's Ex-

hibit 25.

(The document above referred to was marked

Petitioner's Exhibit No. 25 for identification.)

Mr. Gardner: No objection.

The Court: Admitted.

(The document heretofore marked for identi-

fication as Petitioner's Exhibit No. 25 was re-

ceived in evidence.)

Mr. Hall : I offer as Plaintiff's Exhibit 26, check

No. 5248 of Schalk Chemical Company, payable to

\
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the order of Patricia Farman Baker in the smn of

$5,788.13, dated February 28, 1951. [172]

(The document above referred to was marked

Petitioner's Exhibit No. 26 for identification.)

Mr. Gardner: No objection.

The Court: Admitted.

(The document heretofore marked for identi-

fication as Petitioner's Exhibit No. 26 was re-

ceived in evidence.)

Mr. Hall: Finally, I offer as Plaintiff's Exhibit

27, check No. 5204, of Schalk Chemical Company,

dated February 10, 1951, payable to the order of

Hazel I. Farman in the sum of $17,364.38.

(The document above referred to was marked

Petitioner's Exhibit No. 27 for identification.)

Mr. Gardner: No objection.

The Court: Admitted.

(The document heretofore marked for identi-

fication as Petitioner's Exhibit No. 27 was re-

ceived in evidence.)

Q. (By Mr. Hall) : Mr. Farman, does Mrs.

Farman have any source of income other than from

Schalk Chemical Company?

A. No. It's very slight insurance policy, but not

considered anything, it's so small.

Q. Now, referring back to your testimony about

the time you took annual leave from the position you

held at, as [173] chief of supply for the Corps of
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Engineers, did in that capacity, were you subject to

Civil Service?

A. I was a Civil Service employee, yes, sir.

Q. Did you resign at any time I

A. I resigned in 1946.

Q. Could you have stayed with the Government

at that time ?

A. Definitely, because it was a professional class-

ification, that of principal engineer and head en-

gineer.

Mr. Gardner: I didn't get the last part.

The Witness: My classification of Civil Service

classification was a professional classification, that

of head engineer, and principal engineer.

Q. (By Mr. Hall) : Mr. Farman, during the

years 1935 to 1939, what was your occupation ?

A. I was with the U. S. Army Engineers, chief

of operations of the WPA—chief of operations of

the WPA operations in Southern California.

Q. That was the Southern California Division of

the WPA?
A. It was administrated by the Corps of Engi-

neers, U. S. Army.

Q. Approximately how many personnel did you

have under your control at that time ? [174]

A. Administratively I had between seven and

eight hundred administrative personnel, and we were

working between 70, and I think our peak was a lit-

tle over $100,000.

Q. What was your responsibility as chief of op-

erations ?
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A. The engineering projects were under my su-

pervision, the selection of projects were under my
control. However, there were certain projects, cer-

tain political subdivisions recommended that went

through higher sources and came to me, but gener-

ally speaking the minor projects or the ones that

didn't have political force back of them were mine.

The actual running of the projects was a part of

operations and the efficient running of the projects

were a part of operations. The payroll and other

parts were also a part of operations.

Mr. Hall : Thank you, Mr. Farman.

You may examine.

Cross-Examination

By Mr. Gardner:

Q. Mr. Farman

Might I ask the Court how long we will continue

tonight ?

The Court: I will sit until 4:00 o'clock. [175]

Q. (By Mr. Gardner) : Mr. Farman, now that

we are on the business of prior occupations, I won-

der if we could get a brief rundown of your business

history, beginning with your education, sir?

A. I graduated from high school and two years

later attended Troop Academy, now Cal Tech, tak-

ing a special course, special engineering course spon-

sored by the Public Utilities of Southern California.

I was selected as one to go to General Electric in

Schnectady for further education in 1914, I believe
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it was, and I went to Schenectady, I think approxi-

mately a year.

Q. You have had three years of education on a

college level, is that correct, sir?

A. That was part of it, and I was also selected

by General Electric to take the Alexander Hamilton

course of business administration, which I com-

pleted, and that was approximately a year and a

half, I would say.

Q. Do you hold an engineering degree, sir?

A. I do not, no. I don't hold an engineering

degree.

Q. You don't have a degree in business admini-

stration, either, do you?

A. Oh, no. I maybe received one but I do not

have it now.

Q. Where would you have received one [176]

from?

A. Business school of Alexander Hamilton

School of Business Administration. I graduated, I

completed the course.

Q. That had a certificate, did it?

A. Probably got a certificate, but that was many

years ago and I do not have it.

Q. What was the duration of that course, one

year?

A. About a year. It could have been a year and

a half, Mr. Gardner. It's too long ago for me to

remember.

Q. Then that was in 1914, approximately, that

you went to school, is that correct, sir?
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A. Well, summer of '14 and '15.

Q. What positions have you held since that time ?

Mr. Hall: Your Honor, I object on the ground

that the question is immaterial and incompetent and

irrelevant in this proceeding. We have testified as to

Mr. Farman 's—Mr. Farman has testified as to what

he has done since 1935. It would seem that that is

sufficient.

The Court: I think it is pretty remote, but we

have had comparable remote testimony on direct.

I will permit Counsel to pursue it.

Mr. Gardner: Thank you, your Honor.

Would you read the question back ?

(Record read.)

The Witness : I worked for General Electric for

one year. [177]

Q. (By Mr. Gardner) : What year was that,

sir?

A. It was prior to World War I, about '15 or

'16.

Q. In what capacity, sir"?

A. I guess you'd say sales. I travelled for the

United States with Mr. Steinbeck when he intro-

duced the mazda lamp, and I was the business ad-

ministrator for this tour and took charge of the sales

after the introduction of the lamp.

Q. What was your salary, sir ?

A. I couldn't tell you. I haven't the faintest idea.

Q. All right, let's go to the next year.

A. After World War I, I was a civilian in World
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War I, we had to say that because there are no

records of my entry into the Army. After that I was,

in fact let me go back prior to World War I, I

bought a business on $300 for borrowed cash. After

World War I I conducted my own business. In fact,

I had three businesses.

Q. What were those businesses?

A. I was the first distributor for Frigidaire in

Southern California. I had all of the counties ex-

cept Los Angeles County, and I had the east half of

Los Angeles County as a distributor for Frigidaire.

I owned the Sierra Madre Electric [178] Com-

pany.

I was sole owner of all these companies, sole

owner of G. I. Farman Construction Company.

Q. All right, sir, how long did you keep your

distributorship of Frigidaire?

A. Until about 1949 when they themselves took

over the distribution of Frigidaire throughout the

United States.

Q. Until 1949?

A. 1929, I believe. Did I say, '49? I'm sorry.

Q. The Sierra Madre Electric Company, how

long did you run that, sir?

A. Until 1930. I sold to Rogers Brothers.

Q. Could you give us an approximation of what

that business was worth at that time ?

A. At the time of the sale ?

Q. Yes, sir.

A. Sierra Madre Electric Company
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Mr. Hall: Your Honor, I do not see the rele-

vancy of this.

The Witness: I don't recall what it is. I would

have to remember the indebtedness, the assets and

liabilities. I couldn't remember it.

Q. (By Mr. Gardner) : What about the G. I.

Farman Construction Company?

A. G. I. Farman Construction Company was

closed because of the depression. [179]

Q. 1929? A. 1930.

Q. Then in 1930 what did you do, sir!

A. I was unemployed.

Q. How long, sir? A. Oh, about a year.

I took, had various odd jobs, but no steady em-

ployment.

Q. When did you finally obtain steady employ-

ment?

A. In 1932 Col. Edward Glavis, whom I had

known and served under World War I, came out to

Los Angeles and called me up and said he was in

charge of setting up a division of investigations of

the Federal moneys being spent throughout the

United States, and asked me to head up this investi-

gation of this body that he wanted to set up here,

and I took the job.

Q. By meaning head up, that sounds very im-

pressive. Just what did your duties entail ?

A. I was a special agent engineer.

Q. You had no engineering degree, however, you

stated, did you?

A. No, but I followed engineering all these years.
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Q. You were special agent engineer. Just what

did you head up, sir?

A. The di^i-sion, not bureau, the division of [180]

investigations of Southern California.

Now, this money, I believe, in fact I know, was

appropriated under the PWA Act. The first moneys,

as I recall it, were CWA moneys, and then PWA
and then there Avas also another branch WPA.

Q. How many men did you have under you?

A. There were five men in the group. I was con-

sidered the group leader.

Q. You were considered the group leader; did

you get more pay than the other men?
A. I believe I did. I got $3,600 a year and they

got $3,200 a year.

Q. That was in 1932 ?

A. Yes, 1932, the best of my recollection. It

might have been the latter part of '31.

Q. Now, then, how long did you keep this job?

A. I'm afraid I can't tell you. I was probably

here in Southern California, was transferred to

Washington, D. C, under Col. Fleming, who was
chief engineer of the PWA division, as his personal

investigator.

Now that could have happened in probably '33,

sometime during the year '33.

Q. What was your salary at that time?

A. I know I got an increase in salary, Mr. Gard-

ner. I wouldn't want to say. I don't remember,

actually. [181]
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Q. 1934, did you continue working as a special

investigator ?

A. I continued under Col. Fleming until the

early part of 1935.

Q. In 1935 what did you do, sir'?

A. I would like to cut through this; in the Army
and Navy magazine I saw that Col. Donald Connelly

had been transferred to Los Angeles. Col. Donald

Connelly was an ATmy engineer and I had served

under Col. Connelly at one time when he was a

Major, and asked Col. Fleming to transfer me back

home, this being my home, and I was transferred,

and that was my entry into the position that Mr.

Hall brought up in 1935.

Q. Do I understand correctly, sir, that from

1933 to 1935 you were in Washington, D.C. ; that

was your post of duty?

A. That was my headquarters. However, I

covered about 18,000 miles a month, believe it or

not.

Q. In other words, your headquarters, your base,

was in Washington, D.C?

A. That's right. That's right.

Q. Where did you consider your home at that

time, sir?

A. My home is Southern California.

Q. Still in Southern California? [182]

A. That's correct.

Q. Now we are in 1935 and you are taking over

this other job. How long did you keep that job?

A. Until the Army engineers, the staff of Army
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engineers assigned to Southern California were

transferred out a year, and that was the latter

part of 1939.

Q. During this period I believe you have testified

that you were chief of the WPA for Southern

California ?

A. Chief of operations, sir.

Q. Chief of operations 1 A.I was not

Q. What was your salary—excuse me ^.

A. I said that was not a political job. I was

under the Army engineers.

Q. I don't mean to make any implications.

A. That's all right, I'm sorry.

Q. What was your salary, sir?

A. Well, it would be a mere guess. I would say

$750 a month.

Q. $750 a month?

A. Yes. Biggest job in Southern California. The

biggest job I ever had and the biggest job I ever

expect to have, sir.

I can't say definitely for the record that I went

in at that. I can definitely say I went in at $550 a

month. [183]

Q. You went in at $550 a month?

A. I can say for the record that I was supposed

to be the highest paid civilian on the Pacific

Coast. [184]

Q. (By Mr. Gardner) : Mr. Farman, as we con-

cluded yesterday, we were discussing your job with
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the WPA, or some branch of that agent, in 1935

to 1939; is that correct, sir?

A. That is correct.

Q. I believe that the salary yon stated that you

drew from this position was $550 a month to begin

with, may have gone as high as $750 a month?

A. I don't recall how high it went, Mr. Gardner.

I was transferred from one agency to another, and

I recall that my salary was $550 when I was

Q. $550 a month ?

A. That is what I recall.

Q. Did you have a civil service rating?

A. I have.

Q. What was your rating in civil service?

Mr. Hall : At that time ?

Q. (By Mr. Gardner) : At that time.

A. I didn't have a rating at that time. That was

why I hesitated. I did not have a rating at that

time. [187]

Q. You did not have a rating?

A. Not at that time.

Q. Now, just what exactly was the title of this

position that paid $550 a month?

A. Director of operation. Southern California.

Q. This was a WPA project?

A. This was WPA, operated as a separate dis-

trict by the Army Engineers at the request of the

President of the United States.

Q. All right. Now, you were known as director

of what, sir?

A. Operations.
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Q. Who did you report to?

A. To Col. Donald H. Conley.

Q. Do you know how much Col. Conley was

making then?

Mr. Hall: I object your Honor, on the

ground

The Witness: I wouldn't know.

Mr. Hall: immaterial and remote to the is-

sues of this case.

Mr. Gardner: If the Court please, this is a

rather difficult thing to do, to run down the salaries

that were being made at that time.

Now, it is the Respondent's position that this

testimony is, at least as to salaries, is rather in-

flated to show a background here, $550 a month in

the year 1935. [188] We have made every effort to

track this down, and we are still making an effort.

It is extremely high; it is more than the Colonel

was making.

The Congressmen at that time were making only

$10,000 a year. The Governor of this state was mak-

ing only $10,000. And this is a WPA project.

We seriously doubt the truth of that statement,

and we are doing what we can to run it down and

attempt to discredit it.

Mr. Hall: Well, to discredit it, your Honor, if

that is the attempt, I don't see that Mr. Gardner is

attempting to say that Mr. Farman did not hold

these positions. What a person was paid as a salary

20 years ago, or more, certainly is something that

is easily forgotten.
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In fact, I don't see that the question of salary

has any bearing on this case at all.

The Court : Well, the pending question has to do

with the salary of the Colonel, to whom this wit-

ness reported.

Mr. Hall: Yes.

The Court : I think that is getting pretty remote.

Mr. Gardner: Yes, sir.

Q. (By Mr. Gardner) : Now, Mr. Farman, let's

go back to the year 1931. I believe you testified

that Bob Smith, that is, Horace O. Smith, Jr.,

lived with you; is that correct, sir? [189]

A. When we was first married; yes, sir.

Q. When you were first married.

Mr. Hall: When who was first married?

The Witness: When Mrs. Farman and I were

first married, August 19

Q. (By Mr. Gardner): That is Bob's mother?

A. Yes.

Q. Formerly Mrs. Horace O. Smith; is that

correct, sir? A. That is right.

Q. Now, where did you live after you were

married, sir?

A. In Mrs. Smith's mother's home in Sierra

Madre.

Q. Is that where Bob lived with you, sir^

A. Yes.

Q. Had that been Bob's home all his life?

A. Yes. Not all his life.

Q. Practically all his life ? A. Practically.

Q. That is where he grew up?
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A. That is right, from 1921.

Q. How old was he, about 17, at that time?

A. I said that was my recollection.

Q. So he was just living where he had always

lived; [190] isn't that right?

A. That is right.

Q. Now, did you ever, during the period that

you were unemployed, that is sometime in 1931,

did you ever make any attempt to get a job with

Schalk Chemical?

A. I don't recall it, sir.

Q. All right. During the period 1931 to 1935, did

you attempt to get a job with Schalk Chemical?

A. Not to my recollection.

Q. You would remember, if you did, wouldn't

you, sir?

A. Not necessarily; that is a long time ago.

Q. During the period 1935 to 1940, did you

attempt to gain employment with the Schalk

Chemical Company?

A. Not to my recollection.

Q. It is possible that you did, though, isn't it?

A. What is?

Q. It is possible that you did attempt to get a

job at Schalk Chemical, isn't it?

A. That last term, '35 to '40, it is not possible.

Q. It is not possible?

A. I had a very good job and I was very in-

terested in my work.

Q. I see. Now, from 1940 to 1945, did you at-
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tempt to get a job with Schalk Chemical [191]

Company? A. Not to my recollection.

Q. Not to your recollection. It is possible that

you did attempt to get a job there?

A. I would seriously doubt it, because I was

stationed in San Francisco during that period.

Q. Did you write letters to Schalk Chemical?

A. No doubt I did. I have no recollection.

Q. Did you ever seek employment?

A. Not to my knowledge.

Q. Not to your knowledge. Now, is it your testi-

mony, sir, that to your knowledge you never sought

employment with Schalk Chemical Company from

1931 through 1945?

A. I never sought employment with Schalk

Chemical on my own during any period.

Q. Well now, would you explain that state-

ment, sir? I would like to have that explained.

A. I married Mrs. Farman in 1931; I believe I

am a dutiful loyal husband, and it was my duty

to do everything in my power to preserve Mrs.

Farman 's financial status, her ability to retain

what was rightfully hers.

If she asked me to go into Schalk, I think that

was a matter of her personal request. It was not a

request from me.

Q. What would you do when you went into

Schalk?

A. I was asked to go in by Mrs. Farman and
her two [192] daughters.



206 Schalk Chemical Co., etc., et al., vs.

(Testimony of Gerald I. Farman.)

Q. Now, these two daughters, in 1931, how old

were the two daughters?

Mr. Hall: What year?

Mr. Gardner: 1931.

The Witness: I don't know. Pat was quite

young; Evelyn, as you know her in the books, is

one year older than Bob. She was probably 18. Pat

was quite young, probably 8, 7, or 8. That is as

close as I can give you [193]

* * *

Mr. Gardner: All right.

Q. (By Mr. Gardner) : Let's go on then, Mr.

Parman. During the period 1931 to 1935, do you

recall contacting Schalk Company in any way?

A. Contacting them? [194]

Q. Yes.

A. Well, I don't recall any specific instance of

contacting them, but as the husband of the principal

owner of Schalk, I naturally was in constant touch

with the company's progress and so forth.

Q. You were? • A. Yes.

Q. That is 1931 to 1935. Now, you were looking

after Mrs. Farman's interests? A. I was.

Q. And during that period, does that now help

you to refresh your recollection as to whether or

not you sought employment with Schalk ?

A. I didn't personally seek employment with

Schalk. Mr. Colyear was the president and super-

Adsor of the trust, and I never asked Mr. Colyear,

to my knowledge, for a job. My wife might have;
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she did; Bob Smith, she asked Mr. Colyear to em-

ploy him.

Q. Well, would you wife make such a request

with your knowledge *?

A. With my knowledge?

Q. Yes.

A. She would, or without my knowledge. I don't

recall any instant.

Q. Would you like to have gone to work for

Schalk [195] during that period, sir?

A. Not under the trust, no, I wouldn't.

Q. You didn't want to go to work for Schalk

under the trust? A. No.

Q. What changed your mind in 1956?

A. I was asked to go to work for Schalk in

August, 1946.

Q. Who asked you?

A. Mrs. Farman and the two daughters.

Q. Did she ask you in 1935?

A. Not to my knowledge.

Q. That changed your mind completely in 1946,

mere fact that they asked you?

A. I call it being drafted.

Q. You call it being drafted? A. Yes.

Q. I see. Now, let's go back to that job you had

with the army. What was that now, during 1942,

1943, what was that job, sir?

A. It was from August, 1940 through 1945, sir.

Q. Through 1945? A. Chief of supply.

Q. Chief of supply. I believe you testified that

that was a permanent job, did you not, sir? [196]
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A. I testified it was a civil service job.

Q. Civil service job. And did that job cease to

exist in 1946? A. Not to my knowledge.

Q. It did not. Who holds that job today, sir?

A. I don't know\

Q. You know that job doesn't even exist, don't

you ?

A. No, I don't know that it doesn't exist. I

haven't been in touch with the Army Engineers

since 1945 when I left there.

Q. Well now, you testified that you could have

still kept working, didn't you, sir?

A. I did. I assumed I could under civil service.

Q. They don't ever lay off civil service em-

ployees? A. They do.

Q. They do?

A. But not usually a good employee.

Q. Not usually a good employee?

A. That is right.

Q. Supposing the job just ceases to exist?

A. Often they transfer them.

Q. They transfer. I believe you did state that

near the end of the war the position that you held

you weren't very busy ? A. That is true. [197]

Q. Because the reason for that position to exist

was now going out of business; is that right?

A. It was supply. No, it isn't right it was going

out of business, not to my knowledge. It just, the

purchasing dwindled down as the war was ending,

and there was certainly no indication to me that

the job was going to be discontinued in any way.
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Q. There was no indication to you?

A. Not at all.

Q. That this job was going to go on through

peace time like a big war: is that right, sir?

A. I can absolutely say that to my knowledge

they still have a supply department down here at

this engineer office, which was, came under my
supervision at that time.

Q. How much did you state you were making?

A. I didn't state.

Q. What did you state, sir; would you state, sir?

A. I stated that my classification was principal

engineer.

Q. Principal engineer. And how much were you

making, sir?

A. I don't know. Principal engineer classifica-

tion is a matter of available to anybody that wants

to go find out?

Q. Did it have a P rating?

A. Yes. [198]

Q. What was the P rating?

A. I don't know, PI, P2, 3 or 4. I don't know.

Q. Could it be as much as $300 a month?

A. It was more than $300 a month.

Q. It was more than $300 a month.

Now, how did you first become employed with

Schalk Chemical Company?

A. How did I first become employed in Septem-

ber, 1945?

Q. Yes, sir.

A. I was asked first by Mrs. Farman to see if we
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could not arrive at a satisfactory agreement, and

cut out, or eliminate the strife, the antagonism, and

so forth. And I believe that I suggested to Mr.

Smith, and the executive committee, I believe I did

—I am not sure—and I do believe that Mr. Smith

asked if I would serve on that committee, and if he

did, my answer was yes, because I did serve on it.

Q. That was in 1945, wasn't it, sir?

A. That was in 1945.

Q. What was your salary with the

A. Again, I believe it was $450. I can look it up.

The Court: Salary with whom'? [199]

Q. (By Mr. Gardner) : With Schalk Chemical ?

A. Schalk. I believe it was $450.

Q. $450. How much was the president making,

Mr. Farman*? A. I do not know.

Q. Could it be the president was making about

$300? A. I don't know.

Q. You don't know very much about salaries,

do you, for an executive?

A. No. I don't remember back 20 years. In fact,

I have

Q. This is the period

A. I have the future to look to, and not the past.

Mr. Gardner: I see.

I would like to have this marked as Respondent's

next in order, please.

The Clerk: Respondent's Exhibit I for identi-

fication.

(The document above referred to was marked

Respondent's Exhibit I for identification.)
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Q. (By Mr. Gardner) : Mr. Farman, I hand

you what has been marked Respondent's Exhibit I

for identification. The heading at the top of that

document is chronological classification account pay

schedules. [200]

Now, would you examine that document, sir, and

see whether or not you can now tell me what you

were making in 1942, '3 and '4?

Mr. Hall: Your Honor, I object to the question,

on the ground that the document which Mr. Gardner

has put before the witness is dated July, 1951.

Mr. Gardner : If the Court please, may I clarify

that?

It shows as each account comes in, your Honor,

1928, 1930, '42, on the far side of the document.

It shows the classification and pay of those dates.

Mr. Hall: Your Honor, this is apparently a

Government schedule which Mr. Gardner is asking

Mr. Farman to interpret. It is dated as of July, '51.

It has a lot of footnotes to it, to be sure to refer

to accounts earlier. I think it is an unfair question,

in the first place, in that the question based

upon it, and based upon a schedule which is dated

July, 1951, is an improper question to this witness.

The Court: May I see the schedule?

The Witness: Yes. Excuse me, sir.

The Court: It is possible that the schedule may
stimulate the witness' recollection, and if it does,

the witness may answer.

The Witness : I already stated, your Honor, that

I do not know what classification, in the professional
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class that [201] principal engineer is; I recall the

word, principal engineer.

Q. (By Mr. Gardner) : I see, sir.

A. And I would have to know what class it is,

plus the fact that there were extras during the war,

over and above your base pay.

Q. There were extras over and above ?

A. I received extras, myself, over and above

base pay.

Q. I see, sir; but this does not help you in any

way?

A. I don't know what classification. I stated

that before, Mr. Gardner.

Q. I see.

A. I don't know whether it is P4, P5, PI, P2.

I don't know. If I knew, I would state quickly.

Mr. Gardner: If the Court please, at this time

I would like to offer this document in evidence to

show

Mr. Hall: I object.

Mr. Gardner: to show, if the Court please,

the prevailing salaries during these periods testified

to by this witness.

Now, I do that for this reason, too, your Honor,

the Petitioners are making an attempt here to set

up this witness as a fine executive, and a man ac-

customed to very important positions, so that when

he comes into the Schalk [202] picture, here is an

expert now finding fault, if you might, with the

management of Schalk.

As a natural matter of fact, there is nothing in his

I
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background to show that he is a businessman at all,

an engineer, maybe, yes, but not a businessman. And
these fantastic salaries that he has testified to, $550

to $750 in 1935 WPA, is just almost beyond reason.

Mr. Hall: I object to the offer in evidence of

that document, your Honor, on the ground that it

is immaterial to the issues in this case. It is a re-

mote issue. The witness testified as to his best

recollection.

The question of how much he was paid has

nothing to do with the point that Mr. Gardner is

attempting to pursue. He has not asked him what

his duties were, or his qualifications were in that,

in those various jobs, and what he was paid is com-

pletely beside the point.

The Court: The exhibit is not very helpful, be-

cause it is geared to classifications and this Avit-

ness' classification has not been established. How-

ever, I will let it in for whatever it may be worth.

As it stands now, it will be of very little aid to

the Court.

The Clerk: Exhibit I.

(The document previously marked for identi-

fication as Respondent's Exhibit I was received

in evidence.) [203]

Q. (By Mr. Gardner) : Now, we are up to a

time when you first gained employment with Schalk

Chemical Company. That is in September of 1945;

is that correct, sir? A. Yes, sir.

Q. What was your job at that time?



214 Schalk Chemical Co., etc., et al., vs.

(Testimony of Gerald I. Farman.)

A. Expediter.

Q. Expediter.

The Court: I might inquire of counsel, in con-

nection with Exhibit I, whether or not the data

appearing hereon couldn't be found in the statutes

of the United States in any event?

Mr. Gardner: Yes, they can, your Honor.

The Court: So that it is a matter of public

knowledge.

Mr. Gardner : It is a matter of public knowledge,

but I would just like to have it here for the purpose

of bringing it in one document, your Honor. That

is, it is my understanding that is public knowledge.

Q. (By Mr. Gardner) : All right, sir, we are

back to 1945, again, September. You stated you

were an expediter? A. That is right.

Q. Now, just what was your job as expediter^

sir?

A. To obtain materials for the production in

Chicago, mainly.

Q. In Chicago? [204]

A. Mainly, not all. I said mainly Chicago, not

always Chicago.

Q. Mainly. Now, you testified, I believe, sir,

that you did go to Chicago; is that correct, sir?

A. That is correct.

Q. You testified you went there with Mr. Smith?

A. That is correct.

Q. Now, how long did Mr. Smith stay in Chicago

on that trip ?
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A. Well, I wouldn't recall; probably, I would

guess two weeks.

Q. Two weeks?

A. I don't know; I am just guessing.

Q. How long did you stay?

A. Frankly, I don't recall.

Q. This was

A. That is a very hard thing to remember, details

like that.

Q. Well, you couldn't get all of these new

sources of supply just overnight, could you?

A. I went to New York from Chicago, Mr.

Gardner. I testified to that.

Q. Surely. And you did obtain new sources of

supply, didn't you, sir?

A. I did, yes. [205]

Q. That was just your job, wasn't it?

A. That was just my job.

Q. You wouldn't do anything else that anybody

else wouldn't do?

A. I had done something that no one else had

done.

Q. Had there been an expediter before?

A. They had managers, three of them.

Q. Had they had expediters?

A. I don't think so.

Q. That is why they hired you?

A. They hired me, yes.

Q. Sure. So all you were doing was doing your

job, isn't that right?

A. I was doing what my wife—for my wife, yes.
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Q. And who was getting the pay*?

A. My wife.

Q. Your wife would pick up your pay check,

sir? A. Yes, sir.

Q. I see. Does she maintain a separate bank

account? A. She does.

Q. And you can't lay your hands on it, sir?

A. I don't want to.

Q. You didn't answer my question.

A. I can't lay my hands on her bank account.

Q. Right. [206]

A. I don't know the legal status of my—I am
not interested in laying my hands on her bank

account.

Q. Now, it is your testimony, sir, that your

wife picks up your salary check from Schalk, and

puts it in her bank account?

A. May I—is this all right, Mr. Hall? I don't

know. I would say it is my personal business;

nothing to do with this unless the Judge wants me

to answer.

Q. Well, I want you to answer.

A. I said that I had not accepted a check from

Schalk. That is the answer.

Q. Where did the check go?

A. To Mrs. Farman.

Q. You have never accepted anything from

Schalk?

A. From or up to now, is this your question ?

Q. Up to now.

A. It is absolutely right. I never have taken a
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nickel from the Schalk Chemical Company up to

now. I endorse my checks over to Mrs. Farman. It

is her company and her business.

Q. Do you have a bank account, Mr. Farman?

A. I do.

Q. Where do you get the funds that go into your

bank account?

A. I think that is personal. [207]

Q. . Yes, it is. Let's find out, where do you get

the funds?

A. It is personal. I refuse to answer.

Mr. Hall: I object on the ground that Mr. Far-

man's income from private sources is not an issue

in this case. If he has such income, that is his

personal business. I don't see that it has anything to

do with this case. It is immaterial, incompetent and

irrelevant.

The Court: Mr. Gardner.

Mr. Gardner: Well, if the Court please, I am
rather startled by the testimony of the witness to

say the least. Apparently here is a man with wings,

an angel no doubt. He works hard ; he gets absolutely

nothing out of it. Yet, he must have some funds.

Now, where does he get these funds? He didn't

have in 1935, he didn't have them when he was

broke in 1931.

The Witness: Did you establish

Mr. Gardner: I don't know

Mr. Hall: Your Honor

Mr. Gardner: How he is doing this, or, and I

do want to get into it. I would like to find out what
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this wonderful source of supply he has of funds.

Mr. Hall: Your Honor, the arrangements per-

sonally between Mr. and Mrs. Farman, as to what

they do with their [208] income, whatever it may
come from, is of no concern to this case. It is

immaterial, and has nothing to do with the issues

that are involved here.

The Court: Well, one of the central issues in the

present case goes to the controversy which is alleged

to have persisted with respect to the Schalk Chem-

ical Company, and this witness has—and this wit-

ness' testimony that he never took any money from

the Schalk Chemical Company, notwithstanding his

rendition of services, is rather surprising, and I

think Counsel is entitled to pursue the implications

of that.

Mr. Hall: AVell, your Honor, it has nothing to

do with the controversy. The controversy that has

been discussed is between the management of Schalk

during the period, the management composed of Mr.

Smith and the persons whom he had designated, and

the rest of the family; those two groups, if you

please.

The Court: Well, it goes to the relationship of

this Petitioner with Schalk ; it goes to the accuracy

of his testimony that he has never taken anything

from Schalk.

Mr. Hall : Well, your Honor

The Court: And I rule that the witness may
answer.

Mr. Hall : Thank you.
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The Witness : I have a personal income, a small

income that takes care of my needs. [209]

Q. (By Mr. Gardner) : All right, sir. How
small is this income?

A. It is less than $300 a month.

Q. Less than $300 a month*? A. Yes, it is.

Q. And this is only money that you use, $300

a month; is that right, sir?

A. That is correct, yes.

Q. And
A. I am not talking about principal, I am talking

about my income, interest income.

Q. What is the source of the $300 a month,

sir? A. Private.

Q. All right, private. Private what?

A. I have some money out at interest.

Q. How much money, sir?

A. I don't know why I have to answer these

questions.

Mr. Hall: Your Honor, I would like to object

again. It is completely beyond the issues of this

case ; it is immaterial, unrelated. It is argumentative

to quite a degree.

The source and how much money Mr. Farman

has invested somewhere, and where he has it in-

vested, is immaterial to the issues of this case,

your Honor.

I might state that Mr. Farman said he

didn't [210] take anything from Schalk Chemical

Company. He later said that he endorsed the checks,

I mean, it is a matter of language.
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The Court: I interpret his testimony to mean

that he did not benefit financially. The situation

seems rather surprising. I don't know whether the

matter will ultimately turn out to be relevant or

not. At the present time, it is potentially relevant.

If it should turn out not to be, I shall entertain

a motion to strike.

Mr. Gardner : Would you read the last question ?

(Question read.)

The Witness: This was out at interest, is this

what you are

. Q. (By Mr. Gardner) : Yes. I was referring to

it, you testified, I believe, that you have approx-

imately $300 a month income from an investment,

interest income.

The Court: Would you fix the date, Mr. Gard-

ner?

Q. (By Mr. Gardner) : That is as of what date,

sir?

A. I would assume today is what you are talking

about.

Q. All right. Today, sir. And in fact, going back

to 1945, how much interest income did you have, or

what was [211] your source of income?

A. Mr. Gardner, that, my income has varied

during this period. It has been high at some times,

and practically nill at others.

Q. In 1945, what was your income from this

source ? What I am trying to find out, Mr. Farman,

is what is the source of this income?
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Do you have a large amount of cash on hand

that you invest, or what?

A. I had investments of various kinds. I have

sold my investments, from time to time, stock, for

instance.

Q. Stock?

A. Now, if you would like to know the names

of the companies, I am afraid that I would have

to go back to my records with McKesson-Thompson

and Company, who handle my account, and find out

;

the last was a Canadian stock that I invested in,

and I sold it at a profit.

Q. I see.

A. And I have investments of $5,000, investment

in a mortgage for instance, right at the moment.

I have not a big income, as you see, and they are

all from small investments.

Q. You have small investments that bring you

in approximately $300 a month as of today?

A. No. I said less than $300 a month. [212]

Q. Less than $300 as of today?

A. As of today.

Q. And this income is from investments such

as $5,000 mortgage?

A. Stock investments, and small stock invest-

ments.

Q. Stock investments. Did you have this nut,

or this principal sum that you are now using to invest

in mortgages and various stocks that you have,

did you have that amount back in 1945 ?

A. To say that I had the exact amount that I
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have today, I would not be able to answer. I had

some money back in 1945.

Q. You had some money. Did you have as much
in 1945, as you have today?

A. I own stocks in 1945.

Q. Just answer the question.

A. No, I can't answer.

Q. Do you have more today than you had back

there then?

A. I don't think I did, no. I think I had more

back there than I have today.

Q. You have lost money on your investments

then? A. No, I haven't.

Q. What has happened to them; why have they

been reduced then? [213]

A. I was receiving my pay in 1945 from the

Government, that I kept myself, or helped to sup-

port the family with it, in 1945. You mentioned

1945?

Q. Yes.

A. And I had that income, whatever it was, as

a principal engineer.

Q. What happened to your investments, if they

went down?

A. I didn't say my investments w^ent down. I

said I do not recall whether, on a balance sheet,

I had as much in 1945 as I have today, or less. Or
less, I have no idea. I would have to go figure it

out.

Q. Your testimony, as I understand it, is now
that the sole income that you have had from 1945
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to 1958, results from your investments, and is now

approximately $300 a month; is that correct, sir?

A. It is not exactly correct, and that was not

my testimony.

Q. All right. Let's straighten it out. What was

your testimony?

A. I said from 19—during 1945, '46 and I will

add '47, if you wish, my income was not of a

steady nature. I made money at one time, and maybe

there was a lull in between. From 1948, January,

1948, to 19—to date, I stated that I have endorsed

the checks that I receive as [214] president of the

company over to my wife, and that I have my own

independent income, which is less than $300 a

month.

Is that clear?

Q. No, it is not exactly clear. I understood that

you did that from 1945 on.

A. No. I didn't say from 1945. I said that during

1945 the checks that I received from Schalk were

endorsed to my wife.

Q. All right.

A. That is what I stated.

Q. Did she get the proceeds from that check?

A. Yes.

Q. Well, how did that differ from what is going

on in 1948; isn't that exactly the same process you

are going through now?

A. It didn't differ from 1948, but there has

been a lapsed period in there that you have incor-

porated, which I refuse to have in there, as 1947.
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Q. All right. In 1946, did you do the same thing

with the checks?

A. I did, to my best recollection, yes.

Q. That is, you received absolutely nothing

from Schalk, yourself?

A. I don't say—I said to my best recollection,

in 1946, I did. [215]

Q. Well now, did you or didn't you?

A. I don't know. I said, to my best recollection

I did.

Q. You did what?

A. I endorsed the checks over to Mrs. Farman.

Q. That includes your salary check?

A. My salary checks is what I am talking about.

Q. I see. Did you ever get any proceeds for

being, during one period there I believe you were

vice president of the corporation, were you not, sir ?

A. In 1946, during—I don't know from Febru-

ary on I think.

Q. You voted yourself a bonus of $1200 during

that year, didn't you, sir?

A. If I did, it is a matter of record. I didn't

vote myself that. I couldn't vote myself that.

Q. Didn't you?

A. The directors should vote a bonus to em-

ployees, I believe.

Q. Didn't you offer the resolution?

A. I may have, yes. I don't recall it. It is

a matter of record.

Q. Now, going back to 1931 again, now, we are

going to cover the management of Schalk Company.
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From 1931 to 1942, who was the president and

supervisor? [216] A. C. C. Colyear.

Q. C. C. Colyear? A. Yes.

Q. What sort of an individual was Mr. Colyear,

as far as you know, sir?

A. He was a businessman. He had a chain of

automotive, I guess you would say automotive part

stores on the West Coast.

Q. Was he a good businessman, sir, in your

opinion ?

A. iWhy I would say a man that had built up a

chain of stores would be considered a good business-

man, in my judgment.

Q. Now, he managed Schalk from 1931 to 1942;

is that correct, sir?

A. Up to the time of his death, I believe, or just

prior to his death, he resigned.

Q. And this includes that period that had you

so worried; that is 1939, doesn't it, sir? I believe

you testified

Mr. Hall : Your Honor

Mr. Gardner: To refresh your recollection, that

it was your opinion that the company was on the

skids in 1939?

The Witness : That is correct.

Q. (By Mr. Gardner) : All right, sir. Now, this

is the same man, [217] Mr. Colyear?

A. Yes, sir.

Q. Good businessman? A. That is right.

Q. That was running the company at that time

;

is that correct, sir?
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A. That is correct. He was running the company

at that time.

Q. Yet, according to you, it was next door to

bankruptcy ?

A. I didn't say it was next door to bankruptcy.

I stated the company and stated figures to back me
up, the products produced by the company were

on the downgrade in 1939. I can't recall my words,

but

Q. That was at a time when the management of

that business was in the hands of a good business-

man; isn't that correct, sir?

A. I wouldn't say it was correct, sir.

Q. What would you say was correct?

A. I would say that Mr. Colyear, this is hearsay

evidence, that Mr. Colyear never, at any time, was

in the Chicago plant during the time of his regime

as president of the company, and supervisor of the

trust.

I would say that he paid very little attention

to the Schalk Chemical Company in any way, shape

or form. [218] It was a trust and it was, he held

it intact.

Q. I see. Are you finished? A. Yes.

Q. I am sorry I interrupted you, sir.

How many times did you go down and visit

Schalk during the period 1931 to 1940, sir?

Mr. Hall: I can't hear you, Mr. Gardner.

Mr. Gardner: Excuse me. I asked how many

times he visited the Schalk Company from 1931 to

1940.
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The Witness : I would be unable to answer that,

Mr. Gardner. I wouldn't even know if I was down
there once in that length of time.

Q. (By Mr. Gardner) : And you wouldn't even

know whether Mr. Colyear was there or not, would

you?

A. I did not make my statement as to this plant.

I made my statement as hearsay evidence, from the

manager in Chicago, that he never, at any time,

during his reign as president and supervisor of

trust, ever visited the plant in Chicago.

Q. Now, during this period, that is 1931 to 1942,

when Mr. Colyear was supervisor, or and president,

who was the manager of the Los Angeles plant?

A. I believe Mr. Lieben was.

Q. Mr. Lieben? [219]

A. My understanding, yes.

Q. All right. Then how long had Mr. Lieben

been there?

A. I believe he came in as a bookkeeper. In

my understanding, he was there in the '20 's, when

I first met him.

Q. When did you first meet him?

A. I can't tell you the exact date. During the

1920 's.

Q. Did you know Horace O. Smith?

A. Very good friend of his, sir.

Q. That is Horace O. Smith, Sr.? A. Sr.

Q. We are talking about? A. Yes.

Q. Horace O. Smith, Sr., apparently employed

Mr. Lieben; is that correct, sir?
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A. I believe that is correct; I don't know.

Q. And Horace O. Smith, Sr., owned all the

stock in Schalk Chemical prior to his death, didn't

he, sir?

A. I couldn't answer that. I don't—my recollec-

tion, I should be able to remember it, but I don't

know. There might have been a small block of out-

standing stock. I am not sure.

Q. In any event, under the terms of the will,

are [220] you familiar with the will?

A. Yes, sir.

Q. Under the terms of the will he left all the

shares of stock to his mother and his three children

;

didn't he? A. That is right.

Q. He didn't leave any to Mrs. Smith, did he?

A. That is correct; that is correct.

Q. So, he must have had all the, all of the

stock at the date of his death?

A. Must have, yes.

Q. And during that period, Mr. Lieben was the

supervisor, or wasn't he, or he managed the plant,

too, didn't he, under Mr. Horace O. Smith, Sr. ?

A. What period?

Q. Under the period prior to Horace Smith,

Sr.'s death? A. No, he didn't.

Q. What did he do?

A. He was bookkeeper.

Q. He was bookkeeper? A. Yes.

Q. Who managed the plant, do you know, sir?

A. Jack Williams.

Q. Jack Williams. What happened after Mr.
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Smith, Sr. [221] died, as far as Jack Williams was

concerned ?

A. Mr. Colyear fired Jack Williams, because he

was a friend of Mrs. Farman 's and was reporting

what was going on to Mrs. Farman direct.

Q. So, Mr. Colyear got rid of him?

A. Got rid of him.

Q. He cut out dissension right now, didn't he?

A. No dissension, there was no dissension back

at that very time that he was fired.

Q. All right, sir. Now, that means that Mr.

Lieben was then put in as supervisor or manager;

is that right, sir?

A. Those are your words; I don't know.

Mr. Hall : Your Honor, I object to Mr. Gardner

using the word supervisor, or manager, in the man-

ner in which he is doing it, because it is confusing

to the witness. Now, we have

Mr. Gardner: That is well taken.

Mr. Hall: We have a supervisor under the

trust. Let's keep the terminology straight.

Mr. Gardner: Very good.

Q. (By Mr. Gardner) : It was after Mr.

Williams' departure that Mr. Lieben became the

manager of the plant in Los Angeles plant? [222]

A. This Los Angeles plant I believe is correct,

yes.

Q. Is that right, manager of the plant?

And that would be in approximately 1931; is

that correct ?

A. No, I don't think it is correct. I don't think
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Williams was fired in '31. I think he was fired

after that.

Q. '32?

A. I imagine '32 or '33, I have no

Q. In any event, Mr. Lieben was placed in his

position which we will call manager of the Los

Angeles plant, by Mr. Colyear who had a fine

reputation, I suppose, as a businessman; is that

correct, sir?

Mr. Hall : I object to the question on the grounds

it is argumentative, limited to the first part of the

question.

The Court: Sustained.

Mr. Gardner: All right.

Q. (By Mr. Gardner) : He was placed in that

position by Mr. Colyear?

Mr. Hall: If you know, Mr. Farman.

The Witness: I don't know that he was.

Q. (By Mr. Gardner) : In any event, Mr. Col-

year was supervisor at that time ? [223]

A. He was supervisor.

Mr. Hall: AVhat year?

Mr. Gardner: Talking about the year Mr.

Williams departed. We don't know what year.

Mr. Hall : How can the witness answer the ques-

tion?

Mr. Gardner: Because he is the one that doesn't

know the year. He knows that Mr. Williams left and

at the same time Mr. Lieben was placed in as

manager.

Mr. Hall: He said he doesn't know.
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Mr. Gardner: He said what?

Mr. Hall: He doesn't—said he didn't know.

The Witness: That is correct, I don't know.

Q. (By Mr. Gardner) : You don't know that,

whether or not Mr. Lieben was placed in the

position of manager?

A. After Mr. Williams was fired, I certainly

do not loiow.

Q. Weren't you keeping close touch with Schalk ?

Mr. Hall: What year, Mr. Gardner?

Mr. Gardner: When Mr. Williams left. When
Mr. Williams left.

Mr. Hall: Well, the witness said he didn't know

when Mr. Williams left.

The Court: The question is a proper one. Pro-

ceed.

The Witness: I do not know if Mr. Lieben was

given [224] the job that Mr. Williams had when

Mr. Williams was fired. I do not know. I do know

—

well, go ahead, go ahead. I am sorry.

Q. (By Mr. Gardner) : Do you know whether

or not Mr. Lieben was ever

A. Yes, I do.

Q. Ever what? A. Manager.

Q. Manager of what?

A. Of the Los Angeles plant.

Q. When did you first make that discovery?

A. Well, it was during the period of—well, it

was in the 1930 's, when Mr. Lieben sent some re-

ports into the directors. I was not a director. I

was with Mrs. Farman, who was in very poor health.
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and Mrs. Farman 's attorney at a director's meeting,

and there was a report from Mr. Lieben to Mr. Col-

year, and I believe that all it was signed was Lieben.

The inference was that he was managing or taking,

was manager of the Los Angeles plant.

Q. What year was that, sir?

A. I can't tell you the exact year.

Q. That is the first you knew about it?

A. Well, it occurred several times during the

period that Mr. Colyear was president and super-

visor of the trust. I would say during the period

of 1935, to 1940. [225] I attended several directors'

meetings with Mrs. Farman, because of her health.

The Court: When did you first learn of, Mr.

Lieben was the manager of the Los Angeles oper-

ation ?

The Witness: I cannot state the exact date,

but I would say in 1934 or 1935.

The Court: Was there a period of several years

when you didn't know who was the manager?

The Witness: I believe there was a period of

about two years after Mr. Williams was fired, your

Honor, that I didn't know who was the manager.

I wasn't informed.

Q. (By Mr. Gardner) : Now, who was the man-

ager of the Chicago plant, if you know, sir, during

the period 1931 to 1945? A. Carl Fulmer.

Q. Carl Fulmer. How long was he manager at

that plant, sir, if you know ?

A. I don't know, when Schalk first entered the

field in Chicago. I don't know the date that they
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went into Chicago, and opened a plant, but I be-

lieve Mr. Fulmer was with the company from the

inception of its entry into Chicago and a little

prior to that.

Q. I see. Was he employed under Horace O.

Smith, or do you know *? A. Yes, he was. [226]

Q. That is Horace O. Smith, Sr.?

A. Sr., that is right.

Q. Yes. And how long, or what year, if you

know, did Mr. Fulmer leave the company, or has he

left it?

A. To my best recollection, I am not positive

of this statement, it was 1949.

Q. When he left the company? A. Yes.

Q. Was he manager of the Chicago plant at that

time?

A. No, he was not. He had been transferred to

Los Angeles to make a study, a research on market

product production. He was quite an artist and he

did a lot of very interesting art work for the pack-

aging of Schalk.

Q. I see. When did he cease to be manager of

the Chicago plant, sir, if you know?

A. That is a very difficult—it was during the

1948 that I transferred him out here. It would be

very difficult to pin down the month, without the

record, looking in the record.

Q. He was manager at the Chicago plant at the

time you became president of Schalk, in 1948?

A. He was.
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Q. One of your first acts was to remove him as

manager of that plant; is that correct, sir"?

A. I don't think it was one of my first acts.

It [227] was in the general reorganization of the

company that he was transferred out here.

Q. He was transferred ?

A. And he was promoted when he was.

Q. He was promoted 1 A. Yes; he was.

Q. Was he a good manf
A. Very good man on a lot of his ideaS;, a world

of experience.

Q. All right, sir.

* * -x-

Q. (By Mr. Gardner) : Mr. Farman, when the

recess came, I believe we were just finishing with

the discussion on Mr. Fulmer. And I would like to get

it absolutely clear as to the time during which Mr.

Fulmer was manager of the Chicago plant, as far

as you know, sir.

A. I first met Mr. Fulmer in 1926 or 1927, in

Mr. Smith's home in Sierra Madre. He was man-

ager at that time, and was manager up until the

time that I transferred him, either in 1948 or '49,

to Los Angeles.

Q. I see, sir, thank you.

Now, there is one other point I would like to get

into before we get into further accounts of the cor-

poration, and that is during the time you were chief

of Naval [228] supply here. I believe you testified

that

Mr. Hall: Chief of supply, Corps of Engineers,
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not Navy supply.

Mr. Gardner: Excuse me, sir.

Q. (By Mr. Gardner) : What was your title?

A. I was chief of supply, Corps of Engineers,

United States Army.

Q. Oh, United States Army?
A. Yes, sir.

Q. All right, sir. During that time, I believe you

testified that you desired to purchase certain ma-

terials for Schalk Chemical Company?

A. Yes; right.

Q. And I believe you testified that you were

turned down. What was the first occasion that

you

A. The first occasion that I recall, and I can be

wrong because I don't recall the sequence, was when

we built a house in Modesto, California, and the

only fiooring I could get was swamp hemlock. It

is a part of the details only, and I wanted to bleach

that floor and I laiew the Double X was a terrific

bleach, and I asked, or asked Mrs. Farman and I

think I asked Bob later on for a shipment of 10,000.

I recall the amount because it was calculated [229]

by the project engineer.

Q. What was the answer that you received, sir?

Mr. Hall: From whom?
The Witness : I was going to ask from whom ?

Q. (By Mr. Gardner) : What was the answer

that you received from Mrs. Farman?

A. When Mrs. Farman told me that she took

it up with Bob, and they didn't have the materials.
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and I said, well, you explain to Bob that I will issue

a priority for the materials.

Q. And then what happened, sir?

Mr. Hall: With regard to that order, Mr.

Gardner, is that what you mean?
Mr. Gardner: Yes.

The Witness: Mr. Gardner, I can only answer

it this way: That soon after that I made it a per-

sonal, I wanted the materials. I was not thinking

of Schalk. I made it a personal point on one of my
trips to go down and see Lieben and ask him for the

materials.

He said he wasn't interested in supplying the

Government with any materials, and I recall

Q. Who is he, sir?

A. I said Mr. Lieben.

Q. Oh, Lieben, excuse me, sir. Mr. Lieben [230]

stated what, sir?

A. Mr. Lieben stated that he wasn't interested

in supplying the Government, and that he wanted

all his, he wanted all of the materials they were

able to make to go to consumers.

Q. Now, at that time, do you know whether or

not Schalk was having difficulty obtaining em-

ployees ?

A. Well, the answer to that question, all com-

panies were having difficulty in hiring employees,

because they were being drafted as fast as

Q. So, it was rather a difficult situation?

A. It was, yes, it was; it would be.

Q. Actually, many companies, including Schalk,
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could have done a much larger business had they

had the employees, couldn't they'?

A. Oh, there is no doubt, sir.

Q. Now, the second time that you contacted

Schalk, sir, was when?

A. It was shortly, it was during this period, it

was shortly after I asked, Mrs. Farman asked Bob
for it. At that time, I also saw Bob and told Bob
that I needed this material very badly. It was im-

perative that I get a similar, get this material or

similar material, and that I would give him a pri-

ority with a ten per cent cushion in it to furnish

the material. And he said, well, he wasn't [231]

interested in the order.

Q. Now, could the reason, as you well know at

that time, there was also difficulty of obtaining em-

ployees, wasn't there?

A. Mr. Gardner, that is true. I am going to add

something.

Q. That is true ? A. If I may

Q. You may, oh, surely.

A. I may. The formulation of Double X is a

very, very simple matter. Mr. Smith was working

in the factory, himself, most of the time, I believe,

and Mr. Smith could have easily formulated the

amount that I wanted in a very short period of

time. It was bulk material that I wanted.

Q. I see. But supposing the plant was operat-

ing at capacity, that is Mr. Smith himself, the presi-

dent was working in the plant, that should indicate

to you that they were using their manpower to the

ultimate, wouldn't if?
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A. Not necessarily, no. Mr. Smith enjoyed the

factory arrangement; told me he did.

Q. But, in any event, the president was actually

working in the plant during this time; wasn't he?

A. He was from time to time.

Mr. Hall : During what time, Mr. Gardner ?

Mr. Gardner: If you will keep current with

the [232] questions, sir, you will know this is the

time that he, that the witness was ordering or at-

tempting to order supplies from Schalk for his

—

w^hat was that, the Army, you say, Mr. Witness?

The Witness: The Corps of Engineers, United

States Army, War Department.

Q. (By Mr. Gardner) : All right, sir. Now,

then, we wdll get into the corporation.

Do you know, or do you recall whether or not

dividends were declared in the year 1942, sir?

A. I could not recall definitely that they were.

They were declared, I believe, under the trust agree-

ment. I believe there was. There is a stipulation

that they would declare dividends whenever pos-

sible.

Q. Well, now, do you know whether that was

carried out during 1942 ?

A. I can't specifically say. I didn't receive the

dividend, so I couldn't specifically say.

Q. Were you present?

A. I have records of those. If I could bring my
records up, I have records of all the dividends paid.

Mr. Hall: Your Honor, we have them. Mr.

Gardner has in evidence the audit reports from
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1942 to 1946; also Petitioners have in evidence the

audit report of 1947, [233] which reports show

whether there were or were not dividends.

Mr. Gardner: May I have the reports, your

Honor ?

Q. (By Mr. Gardner) : In order to save time,

Mr. Farman, I will read to you from these exhibits

the dividends declared as to each of the years.

Mr. Hall: Your Honor, would Counsel please

state the reason for reading from the exhibits which

are in evidence?

Mr. Garcbier: This is for the purpose, your

Honor, for further questions of this witness.

Mr. Hall: Regarding dividends?

Mr. Gardner: Regarding dividends; yes, sir.

Q. (By Mr. Gardner) : Exhibit D, for the year

1942, shows dividend paid of $10,000.

Exhibit E, for the year 1943, audit report shows

dividends of $17,500.

Exhibit F, audit report for the year 1944, shows

dividends declared of $15,000.

Exhibit G, audit report for 1945, shows dividends

declared of $15,000.

Exhibit H, audit report for 1946, shows dividends

declared of $57,000.

Now, when you first came to the Schalk Chemical

Company in 1945, I believe you stated you were

expediter? [234] A. That is correct.

Q. And were you also a member of the board

of directors? A. No, not in 1945.
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Q. I see. Did you subsequently become a mem-
ber? A. I did, in 1946.

Q. In 1946. Now
Mr. Hall: Your Honor, it is stipulated by the

Government that he became a director in '45.

The AVitness: I am sorry.

Mr. Hall: I believe Mr. Farman is just mixed

up.

Mr. Gardner: I make no issue of that.

The Witness: I will assure you I didn't recall

it.

Q. (By Mr. Gardner) : I made no effort to trap

you, or anything like that. If it was 1945, the record

will show that. I realize that was some time back,

sir.

Now, I wasn't quite sure from your testimony

as to just when you became alarmed at the manage-

ment of the corporation. Could you tell me when

that was, sir?

A. I would like to ask you which management

of the corporation, the Smith management, or the

Colyear management?

Q. All right, sir. Let's go back to the very be-

ginning then, sir; when did you first become

alarmed [235] at the management of Schalk Chemi-

cal Company?
A. In 1931, when I married Mrs. Farman, soon

after that.

Q. You became alarmed? A. I did.

Q. Would you tell the Court your reason for

being alarmed, sir?
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A. Mr. Colyear presented to Mrs. Farman, in

my presence, an employment contract, which in my
—to my best judgment was the most absurd thing

that could be asked of a company.

It required, it demanded a salary and

Q. Excuse me, sir.

A. The employment contract incorporated a

salary and a percentage of the profit.

Q. To whom was the employment contract?

A. With the Schalk Chemical Company.

Q. Who was to be employed?

A. Mr. Colyear 's contract. I am sorry, I didn't

make that clear.

Q. Mr. Colyear 's. All right, sir.

A. It was quite alarming.

Q. It was quite alarming to you, sir?

A. Yes, sir.

Q. All right. What else? [236]

A. Well, during the years from '31 to 1940, the

supervision of Schalk Chemical Company by Mr.

Colyear was based on an attitude of holding the

company, not progressing, but holding it intact,

because it being a trust, I believed that his state-

ments were that all I am interested in doing is

holding the trust intact, is not advancing the Schalk

Chemical Company.

Q. All right, sir. What else alarmed you?

A. Well, as I stated, if I may refer to my book,

I could get it correct. I believe it was 1939, a product

I mentioned. Hydro Pura, the sale of Hydro Pura

at one time when I first knew the Schalk Chemical

Company was $270,000.
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Sales had dwindled during this period that I will

refer to as the '39 period, 1938-39 period, it

dwindled down to about $14,000. I have that figure

;

I quoted out of my notebook.

The main leads in the line, and the big profit

item, and the product that was carrying the Schalk

Chemical Company was Double X, and I stated in

my testimony yesterday, that Double X had slid,

was sliding fast, and I also tried to explain that a

lot of that was due to the fact that electric sanders

were introduced during those periods.

Q. Electric sanders? [237] A. Yes.

Q. Now then, did you ever tell Mr. Colyear you

didn't approve of his management?

A. Mr. Colyear, because I was asked by my wife,

and would naturally do it when Mr. Colyear pre-

sented his contract for employees. I asked Mr. Col-

year a very short and pointed question,
'

' Can Schalk

stand this type, or this amount of money?" And he

immediately became enraged, and walked away.

From then on I didn't see Mr. Colyear up to,

for the rest of his life.

Q. You never did see him again?

A. After that.

Q. Did you ever, now that we have talked about

this a little bit, did you ever go down and contact

anyone at the Schalk Chemical Company?

A. I did. I said up to the time of his death,

Mr.

Q. Yes.

A. I didn't during that time, to my knowledge,

no.



Commissioner of Internal Revenue 243

(Testimony of Gerald I. Farman.)

Q. In other words, you didn't set foot in Schalk

Chemical Company?

A. Not to my knowledge. Mrs. Farman received

yearly financial statements. I always studied those

with her, explained them to her, as well as I could.

Q. Did you attend the board meetings with

her? [238]

A. I did, from time to time, not every time, sir.

Q. Now, where were the board meetings held,

sir?

A. In Mr. Wackerbarth's office, here in Los

Angeles.

Q. Wackerbarth? A. Wackerbarth.

Q. Was Mr. Colyear present at some of those

meetings ?

A. That is a hard question for me to answer. He
would be present if he was in town. I am sure he

wouldn't call a meeting without being present.

Q. You didn't mean that exactly, when you said

you didn't see him again?

A. I should retract that statement. I was think-

ing in terms of going to see Mr. Colyear and not

actually the meetings with Mr. Colyear.

Q. At the board meetings, during the period

1931 to 1942, did you take an active part in those

meetings, sir? A. I was not a director.

Q. Did you ever say anything in those meetings ?

A. It would be very hard to recall, sir.

Q. All right. Now then, we are up to—was there

anything else that bothered you about Mr. Col-
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year's management with the, of the firm, up to

1942'?

A. Well, the principal thing that no new prod-

ucts, research. There were new products introduced

during the [239] period, two of them, but no re-

search, no attempt to further Schalk 's interest in

advancement in the field that they were in, sir.

Q. I see. Now then, I take it we have exhausted

your reasons for your dissatisfaction with the man-

agement '^

A. There is one time in 1940, he was still presi-

dent, that there was a loss that was of great concern,

but it was the pattern, predicted pattern, pattern

predicted by me that would happen, that this con-

tinued holding the straight line meant deterioration

of Schalk. I made that statement many times.

Q. I see. Did you inform your wife of this?

A. I did.

Q. Did she inform Mr. Colyear of this at the

board meetings'?

A. She did at director's meetings.

Q. She, in effect, told Mr. Colyear what you had

told her; is that correct, sir?

A. I believe that is probably correct.

Q. You advised your wife all during the period

of the trust; didn't you, sir? A. I did.

Q. But, and she relied on your judgment, didn't

she? A. I hope so. [240]

Q. You advised the daughters also, didn't you,

sir? A. I did.

Q. And they relied on your judgment?
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A. I hope so. I think they did.

Q. Now, does that exhaust the reasons for your

dissatisfaction with the management of Schalk up

to 1942?

A. Well, I realize that this question is a very

pertinent one. I don't recall. It is very hard for me
to recall the small or large, or major, the two major

things were that Mr. Colyear's statement to Mrs.

Farman was that he was not interested in furthering

Schalk 's advancement, that he was supervisor of

the trust, and that all he cared to do was hold the

company intact for up until the trust, to the dura-

tion of the trust.

Q. I don't want to argue with you, Mr. Farman,

but that seems like an extremely stupid statement

for a good businessman to make, and I believe you

have testified that he was a good businessman.

A. I didn't testify. He had the reputation of

being a good businessman.

Q. And he made a stupid statement like that,

sir?

A. He made that statement on several occasions.

Q. That he was not interested in

A. In furthering the advancement of Schalk.

He was interested in holding the trust intact, to its

duration, which caused the whole family great con-

cern, I will assure [241] you.

Q. I see, sir. Nov/, going to the management of

Schalk for the period 1943 on, until the president

and supervisor, Horace Smith, Jr., stepped out in

1948
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Mr. Hall : It is stipulated, Mr. Gardner, that Mr.

Smith became president in 1942.

Mr. Gardner: Yes, he became president in '42,

became supervisor in '43, did he not ?

Mr. Hall: He did. You asked from '43 on. I just

wanted to be sure the witness understood your ques-

tion.

Q. (By Mr. Gardner) : My question goes from

1943. A. What is it, end of 1943?

Q. Up until the time that Mr. Smith, Jr., left

the corporation? A. Okay.

Q. When did you first become dissatisfied with

Horace Smith, Jr.'s, management?

A. Well, I became alarmed during the period

that I mentioned, when I couldn't buy war materials

that were essential to the war effort from Schalk.

I couldn't imderstand that, and was very alarmed

over it, over the thing.

Q. I see, sir. And when next did you become

alarmed? [242]

A. Well, when Mr. Smith, Jr.'s, mother offered

suggestions for new products, and Mr. Smith re-

fused to accept any of her suggestions, and also

offered suggestions in the packaging of our prod-

ucts.

Q. Now, these suggestions were whose sug-

gestions, sir?

A. They were Mrs. Farman 's suggestions.

Q. Were they your suggestions to Mrs. Far-

man?
A. I would say a very small percentage of them
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would be my suggestions. I was very bu-sy man,

working 18 hours a day, and I didn't have time to

fool around with too many suggestions.

Q. I see. Now, at about what year did this

occur ?

A. Well, you mentioned the years of 1942

through 1947, and I have made that statement in

general. That it was during those years, the early

part of it w^as 1943 and 1944, that Mrs. Farman

was, started to enter into new product field. I can't

strike down a date. I can give you two years.

Q. All right. What were the two years?

A. 1943 and 1944.

Q. All right. Now then, we are up to 1944; in

other words, was there anything in 1945 that caused

you alarm, sir?

A. Well, the greatest alarm during 1945 was

the [243] fact which I testified to, when I was em-

ployed in September as an expeditor, and went to

Chicago wdth Mr, Smith, and found that their

factory was virtually shut down because of lack of

materials.

Q. That is the exact job you were hired to do,

wasn't it? A. That is right.

Q. So you were doing nothing more than what

you were hired to do? A. That is right.

Q. But you were alarmed then?

A. I was hired for that in 1945, and I was

alarmed at that time.

Q. All right, sir. Now, when was the next time

you were alarmed?
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A. Well, I was alarmed when in 1945 we set up
an executive committee, which Mr. Smith proceeded

to ignore. This executive committee was set up to

manage, and manage the Schalk Chemical Company,

and Mr. Smith proceeded, at the very inception of

it, of the signing of the agreement to ignore it.

Now, what in management were you dissatisfied

with during that period, sir?

A. Lack of research, market research and lack

of new product research. [244]

Q. I see. And well—go ahead.

A. There is nothing being done during that

period in 1945, that I mentioned, from September

towards improving the products. They had a food

chemist on a retainer fee at $300 a month that was

doing nothing. He was a food chemist, a very fine

food chemist, but he was not familiar with the

organic chemicals or the chemicals used by Schalk

Chemical Company.

He also probably was, in fact, I went over to see

him several times. He was supposed to introduce

new products, which he didn't do.

Q. What about the financial structure of the

company at this time, were you pleased with that,

or dissatisfied? A. In 1945?

Q. Yes.

A. That was never a part of the controversy

that I recall.

Q. All right, sir. Let's get up to 1946 then.

What about the financial structure of the com-

pany at that time; were you satisfied with it?
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A. I made a report to the executive comimittee

that the products that we were shipping that we had

been able to purchase materials with orders that

dated back as far as June, 1945, and I said this 1946

is a very inflated year, it has no, it is no yardstick

for measurement at all. [245]

Q. I see. Was it in 1946—I believe you testified

it was some time in 1946 which you became quite

alarmed, and attempted to at least discuss with

Horace Smith, Jr., the possibility of his stepping

out as president and supervisor.

A. The fact that Mr. Smith refused to co-

operate in any w^ay with the family, the family

being Mrs. Farman and Mrs. Farman 's two daugh-

ters, Mrs. Marlow and Mrs. Baker, and refused,

actually both girls were married at that time, and

refused to co-operate, or listen to their husbands in

any way, shape or form. It w^as quite alarming to

the whole family.

Q. And the whole family wanted him out in

1946 ; is that correct, sir ?

A. I don't believe that that came up in 1946,

Mr. Gardner.

Q. You mean you wanted him to be supervisor

in 1946, sir?

A. No. We wanted him to resign as supervisor,

during 1946, but remain in the company.

Q. Now, when did you first discuss with him the

possibility of resigning as supervisor, Mr. Farman?

A. I will make it broad; during the years of

1946 and 1947.
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Q. During the early part of 1946 ? [246]

A. I wouldn't say the early part; during the year

of 1946 and 1947.

Q. Excuse me, sir. When was the executive com-

mittee set up %

A. In September or October, 1945.

Q. I believe you testified that it was immediately

a failure ? A. Yes, sir.

Q. Did your desire to have Mr. Smith removed

as supervisor stem from that?

A. That was only one part of the complete pic-

ture.

Q. But in any event, from that time on, you

wanted him out of there?

A. Not from that time on.

Q. From what time?

A. The build-up of many things that have been

testified to, the lack of research, market research. I

have gone over this, the lack of any interest of new

products, the lack of market research.

There was a combination of many things that

caused concern in the family.

Q. In the family. And this concern was apparent

as early as 1945, was it not, sir?

A. Yes, it was. It was, prior to that even.

Q. In fact, you might say the concern of the

family [247] started back in 1931, wouldn't you, as

to the management of this business ?

A. I would not say that, no.

I said that when Mr. Colyear presented an em-

ployment contract, it caused a very unsatisfactory.
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caused dissension. Let me put it that way, please.

Q. All right, sir. Now, let's get on up into 1947.

Well, wait a minute. Let's go back to '46 again.

You have testified that the sales for that year were

inflated? A. Yes, sir.

Q. Because you had back sales, or back orders

that you were filling? Other than that, what about

the financial picture of the corporation?

A. Well, I was made vice president and had an

active part in many financial arrangements during

1946, but that I believe with, had at least a small

part of it, served in a small way, the success, finan-

cial success during that year.

Q. I see. Was the company financially sound at

the end of the year, sir ?

A. The company was financially sound, if in

your—on the basis of the financial statement only.

Q. What was wrong with it? [248]

A. We had outgrown—we had not—I retract the

word outgrown—we did not have proper facilities in

Chicago to develop products that were being mar-

keted by competitors during that period, and we

were not doing anything during that period to build

a solid firm company for the future.

Q. Now then, let's get into the year 1947. Ap-

parently the members of the family must have be-

come very alarmed in the early part of '47. I say

that, having in mind the action that was instituted

on behalf of them.

Mr. Hall: Would you mind talking a little

louder, please, Mr. Gardner?



252 Schalk Chemical Co., etc., et al., vs.

(Testimony of Gerald I. Farman.)

Mr. Gardner: I am sorry.

Q. (By Mr. Gardner) : The action that was in-

stituted on behalf of the family to have Horace

Smith, Jr., removed as supervisor. Now, could you

tell me, sir, when did these discussions relating to

the action, itself, begin?

A. I could not tell you the exact date, and be

correct. I would say it was from—came up yester-

day, and I was unable to answer it—it was after,

during the spring months, or the summer months.

I couldn't answer that, because it is a hard thing

for me to remember back. Specific dates, I have no

records of any. [249]

Q. Well, the action was apparently filed in April

of 1947, so that should help you pinpoint it, at least.

A. I recall that yesterday that was also men-

tioned. But this action was the outcome of at least

one full year of 1946.

Q. It went clear back to the whole year of '46?

A. I imagine it did.

Q. I see, sir.

A. It would be my idea, because nothing could

be done.

Q. Well now, was there anything startling in

these monthly statements that you looked at for

1947? A. Nothing at all. It bore economy.

Q. 1947, sir?

A. Oh, 1947, I am sorry. Startling thing is the

loss.

Q. Loss. Did the company have any cash on

hand, sir ; did the company have any cash on hand ?
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A. At the end of the year, their cash was de-

pleted.

Q. At the end of the year '47
'^

A. Yes. I say it wasn't depleted ; it was below the

point of being sound.

Q. In fact, at the beginning of the year, it wasn't

very good, either, was if? [250]

A. I would have to see the statement. I am sorry.

I could tell you.

Q. Well, was that one of the reasons that you had

some concern about this corporation, the fact that

they didn't have any working capital and were bor-

rowing money?

A. Not necessarily. I borrowed money when my
capital was low.

Q. I seem to recall that you looked at one of

these audit reports here, sir, and expressed some

concern over a $15,000.

A. That was a $15,000 note.

Q. Would you explain what that concern was?

A. Well, I will have to explain it in my way,

Mr. Gardner.

My prediction was, to begin with, that I—this is

my opinion that I stated yesterday—that the com-

pany could not stand, could not weather two years

loss in going, at the end of 1947 the working capital

had been depleted, and in 19—the end of 1947,

there was a note of $15,000 owing to the bank, which

would naturally be a factor in borrowing more

money.
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Q. Now, this actually was a sort of thing you

had been predicting all along, wasn't it?

A. I predicted without a, without a program that

Schalk could not survive. [251]

Q. And you had been predicting that in 1946,

hadn't you, sir; this is just kind of fulfillment of

the prediction you had been making ?

A. I imagine that you may say it that way. [252]

Afternoon Session—1:30 P.M.

GERALD I. FARMAN
resumed the stand, having been previously duly

sworn, was examined and testified further as fol-

lows:

Mr. Gardner: Can I have this marked for iden-

tification as Respondent's next in order, [253]

please ?

* * *

The Clerk: Respondent's Exhibit J for identifi-

cation.

(The document above referred to was marked

Respondent's Exhibit J for identification.)
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Cross-Examination

(Continued)

By Mr. Gardner:

Q. Mr. Farman, I show you what has been

marked Respondent's Exhibit J for identification,

and ask you to examine that book, and state whether

or not that contains the minutes of the board of di-

rectors for the Schalk Company?

A. It is the minute book of the Schalk Chemical

Company.

Q. It is the minute book, sir; all right, sir.

At this time, I offer this document in evidence,

your Honor. [254]
* * *

The Clerk: That is Exhibit J.

(The document heretofore marked for identi-

fication as Respondent's Exhibit J, was received

in evidence.) [258]

* * -jf

Q. (By Mr. Gardner) : Mr. Farman, referring

to Exhibit J, page 283 thereof, at the top of the

page, it stated the minutes of the adjourned meet-

ing of board of directors of Schalk Chemical Com-

pany, and the date is 27th day of December, 1946.

I see on this document also that G. I. Farman was

present as a director ; is that correct, sir ?

A. That is correct.

Q. You were there on that date?

A. I remember that date very well; yes, sir.
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Q. You do, sir? Now, going down to the bottom

of page 283, and I quote

:

"After a considerable discussion with reference

to the amount of dividend to be declared. Director

G. I. Farman, presented the following resolution

and moved its adoption:

"Resolved: That a dividend of $42,000 be, at the

rate of 42 cents a share, out of the net profits of this

corporation, earned during the calendar year 1956,

be, and the same is hereby declared, and that the

same be immediately paid out and distributed to the

shareholders of [260] record of said corporation, on

this the 27th day of December, 1946. '

'

Do you recall making that resolution, sir?

A. I recall the instant. To begin with, Mr. Smith

proposed a dividend in the amount of $42,000 ac-

companied with a letter from Mr. Ranch, which let-

ter is a matter of record, that we had to pay out 70

per cent. I think it comes under provision 102, In-

ternal Revenue Laws, 70 per cent of our—if I

fumbled that part, I am sorry—70 per cent of our

earnings.

I recall so well my statement. I said if we have to

do it, I would make the resolution, but I would like

to hold off for a few days to investigate the neces-

sity of paying this dividend.

I objected seriously because I wanted to plow

back; first purchase the property, next door, which

was available at a very reasonable figure for expan-

sion ; number two, I wanted to buy automatic equip-

ment.
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I did not write these minutes, so I will not swear

to their authenticity.

Q. Is it your statement, sir, that the minutes are

not correct?

A. I didn't write the minutes. I will not swear to

their authenticity. I do not recall making that mo-

tion. I gave a proviso in my recommendation. [261]

Q. Well, let's continue with this exhibit just a

little but further, that is referring to Exhibit J, page

284, near the top of the page.

"Thereupon, G. I. Farman brought up the matter

of an additional bonus to the executive officers in ac-

cordance with the discussion held at the meeting of

December 16, 1946. After some discussion, Director

G. I. Farman presented the following resolution,

and moved its adoption:

"Resolved: That a bonus in the sum of $1,200 be

paid to the president, Horace O. Smith, Jr., and a

bonus in the sum of $1,200 be paid to each of the

vice presidents. Hazel Farman, and G. I. Farman, as

an additional salaries for their services performed

during the year 1946. '

'

Do you recall making that resolution, sir?

A. I do not directly recall it. I don't remember

it at all.

Q. Is it your statement that you did not make

the resolution, sir?

A. I did not state that, Mr. Gardner. I said I do

not recall making the resolution.

Q. Thank you; thank you.

In any event, making such a resolution would be

directly contrary to your policies as you have ex-
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pressed them; that is, they should be plowed back

into the [262] corporation, isn't that correct, sir?

A. That was a very small amount of the earnings

for that year. I believe it amoimted to $1,200 each,

or total amount of $3,600, to be paid to the three

executives or the three members of the executive

committee.

Q. But the $42,000 dividend was rather sizeable,

was it not, sir ?

A. It was a very sizeable dividend.

Q. Yes.

A. I would like to go on record that I bitterly

and Mrs. Farman bitterly opposed the paying of

that dividend. We begged them not to, and they rail-

roaded it through because they controlled the board.

Q. Might I inquire, sir, was the resolution to pay

the $42,000 your resolution?

A. I said I did not w^rite the minutes. I recall

the instant very clearly, where Mr. Smith recom-

mended, on Mr. Ranch's letter, that the dividend

be paid. And I recall very definitely, if we had to

pay the dividend, I would naturally have to go

along with it.

But I asked for time to investigate whether we

had to make, pay the dividend, and I did investigate,

and incidentally, prior to anything, any of my in-

vestigation, the dividend was railroaded through by

Mr. Smith and his two—I call them—^yes-men. [263]

The Court: Did you vote for or against it?

The Witness: I voted against it. Mrs. Farman

voted against it. We definitely know that.
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Q. (By Mr. Gardner) : Is it your testimony

then, sir, that these minutes relating to the Exhibit

J, page 283, 284, relating to the meeting of the

board of directors of the Schalk Company, 27th day

of December, 1946, are incorrect?

A. I will not make a direct statement there.

Q. Just yes or no.

A. I will not say they are incorrect. I may say

they are not complete. They were not written by me
and I had nothing to do with it.

Q. But you would not say they are incorrect?

A. I will not say they are incorrect. I would not

make a misstatement of fact. I don't know.

I would say they are not complete, that they don't

bring out the fact that Mrs. Farman and I bitterly

opposed it.

Q. You can read the document, Mr. Farman.

A. I had time to read the whole thing, but it is

neither here nor there, but I said if it does not bring

out the fact that when Mrs. Farman and I opposed

this, at that meeting, or a meeting following it, the

minutes are not complete. I will say they are incor-

rect and not [264] complete.

Q. They are not complete. They are accurate as

far as they go? A. I don't know.

Mr. Hall: Your Honor, I object to continued

questioning on this. The witness has stated his posi-

tion.

As the court knows, and Mr. Gardner knows,

minutes are traditionally prepared by attorneys

interested with the parties, and most often do not re-
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fleet every conversation in every matter that is dis-

cussed at a meeting. The minutes reflect the opinion

of the author of the minutes, as to what should ap-

pear in the minutes. And it is the attorney who pre-

pares them that often decides what should appear

in the minutes.

Now, Mr. Farman has answered the question two

or three times, to the best of his recollection, that he

didn't make the motion.

The Court : Do the minutes reflect who voted for

or against the resolution?

Mr. Gardner: Yes, your Honor. I read at page

284, Exhibit J.

"The motion to adopt said resolution—that is

relating to the $42,000 made by Mr. Farman"—was

seconded by Hazel Farman and upon being pre-

sented to the board, was adopted by the affirmative

vote of all directors [265] present.

The Court: Mr. Farman, is it your testimony

that that is an untruthful statement?

The Witness : It is my testimony that Mrs. Far-

man and I bitterly opposed it.

The Court : That is not being responsive.

The Witness : I am sorry.

The Court: It is not responsive to my question.

The Witness : Pardon ?

The Court: I want to know whether you voted

for or against the resolution?

The Witness: I voted against the resolution.

The Court: Then is it your testimony that that

statement in the minutes is untruthful ?
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The Witness: It is.

Q. (By Mr. Gardner) : Is it also your testi-

mony, sir, that the statement in the minutes relating

to the resolution, that is the presentation by G. I.

Farman, that the $42,000 dividend be declared, is

that also untruthful, sir?

A. I have answered it that I do not recall making

the statement. I answered it exactly the way I re-

called it, that if Mr. Rausch, in his letter is correct,

we will have to pay them. I asked for time and I

investigated and found that we did not. [266]

Q. May I interrupt, sir? I am only asking

whether or not you did make the resolution, sir ?

A. I have answered it.

Q. How did you answer ? Did you make the reso-

lution, sir?

A. To my best recollection I did not make a reso-

lution.

Q. But you may have ?

A. I stated, Mr. Gardner, that I recall the in-

stant very well, and stated at the directors' meeting

that if Mr. Rausch is correct, we will have to pay a

dividend, period.

Q. Well now, you have testified just now to some-

thing that might be a little diiferent. If you have to

pay the dividend, why did you bitterly oppose it ?

A. Because I didn't feel we had to pay the divi-

dend, and asked for a time to investigate, and I took

the time and came back to the board and stated we

did not have to pay the dividend.

Q. You stated to the board you did not have to
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pay the dividend'? A. That is correct.

Q. When did you make that statement to the

board, sir?

A. Why, in January, at the—at some meeting

in January. [267]

Q. Some meeting in January of what year, sir?

A. 1947.

Q. All right, sir.

A. May I retract that statement? I made that

statement to Horace O. Smith, Jr., the president,

that I had investigated it and I would be glad to

go on record who I talked to in regard to that

matter.

Q. Well now, did you or didn't you—excuse me.

A. That we did not have to pay the dividend,

and the proper thing would be to plow in, to in-

crease our facilities in Chicago, by land with the

Q. Now, did you so inform the board of direc-

tors?

A. I don't recall that, Mr. Gardner. I recall

going to Mr. Smith about it.

Q. As a natural matter of fact, you didn't have a

board of directors' meeting in January of '47, did

you?

A. I don't know. You have got the minute book.

Mr. Hall : Well, Mr. Gardner, it shows there was

one in February, '47, does it not?

Mr. Gardner : There was one in February, yes.

Q. (By Mr. Gardner) : As I understand your

testimony right now, is to the effect that you did not
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inform the board of directors that they did not have

to pay this dividend ; is that correct, sir ? [268]

A. That is correct. I will also state that I also

informed my wife, and Mrs. Farman 's tvvo daugh-

ters, and their husbands, that we did not have to

pay the dividend.

Q. But you never did inform the board of di-

rectors ?

A. I don't believe I did. It would have been use-

less to do it. The board is controlled by Bob Smith,

and would have had no effect on the board. They

had already railroaded it through, any way.

Q. I see.

The Court: If you say you did not present the

resolution, who did?

The Witness : The matter, your Honor, was pre-

sented by Mr. Smith originally, to pay a [269]

dividend.
* -x- -x-

Q. (By Mr. Gardner) : Mr. Farman, referring

once again to Exhibit J, going to page 280 thereof,

and specifically to the meeting of the board of di-

rectors of Schalk Chemical Company on the 16th

day of December, 1946, do you recall being present

at that meeting, sir, as a director?

A. Yes, I was there. I had to read far enough to

identify it.

Q. You take your time, sir.

Now, going over to page 281, at the bottom of the

page, would you read beginning with that second

line from the bottom?

A. You want me to read this out loud, sir?
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Q. Would you, sir?

A. Yes. ''Director G. I. Farman called the at-

tention of the board to the fact that he had con-

tracted an indebtedness of $16,000 for automatic

filling machine and automatic crack filler. He also

suggested that it would be advisable to purchase

the automatic filling machine for hand pound pack-

ages of Savabrush and that such a machine would

cost approximately $8,000 installed.
'

'

Far enough?

Q. Very good, sir. Thank you.

Now, do you remember whether or not the

$8,000

A. Pardon me. May I see those minutes once

more? [270]

Q. Surley. The witness is now examining Ex-

hibit J.

A. I have had enough. Thank you.

Q. Do you recall whether or not the automatic

filling machine which you suggested be purchased at

a cost of $8,000 was ever purchased?

A. I do, yes. The minutes are incorrect, but it is

an error in probably transposing or something.

Q. All right, sir.

A. It says a crack filling machine, does it not ?

Q. It says an automatic filling machine for half

pound packages of Savabrush.

A. For half pound Savabrush. That is incor-

rect. I am sorry. But it is incorrect.

I recall buying an automatic machine, or not

buying an automatic machine. I didn't buy the ma-
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chine, I recommended the purchase of the machine.

I did not buy the machine.

Q. Do you know whether or not the machine was

purchased ?

A. The machine was purchased, yes.

Q. The machine was purchased. All right, sir.

Do you recall where that machine was installed,

here or in Chicago?

A. The machine was not installed until I went

in in 1948. It set for one full year at least, at least

one full year, in the crate. It was never installed

until I was, [271] went in as president after Janu-

ary 15, 1948.

Q. Was the machine in Chicago, or was it in

Los Angeles?

A. It was in Chicago. I think, if I may ask, that

when I had this machine—so we are not talking

about two different machines—I am talking about

an automatic pneumatic scales machine for filling

three ounce Waxoff. You see, the minutes confuse

me, sir.

Q. I see.

A. The purchase price is approximately correct,

$8,000 on the machine I am talking about.

Q. $8,000. And that machine was not used, you

say?

A. It was not installed until after January 15,

1948.

The Court : Were there other automatic machine?

that were installed and used prior to that time?

A. That was the first piece of automatic equip-
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ment that the company ever purchased for the

Chicago plant.

The Court: Was there any piece of automatic

equipment purchased and used in either plant, prior

to your becoming president?

The Witness: The Los Angeles plant had a

pneumatic scales packaging machine for Hydro

Pura for as long as I have known the company,

which dates back to 1921. That machine was in-

stalled at that time, or before my time. [272]

The Court: And that was the only one?

The Witness: Yes, sir.

The Court: Prior to the new machine that was

installed after you became president?

The Witness: May I qualify this, please, your

Honor ?

It is the first fully automatic I purchased, or

caused to be purchased, two semi-automatic ma-

chines operated by people in 1946. I testified to that

yesterday. This is fully automatic that we are talk-

ing about.

The Court : Were these semi-automatic machines

in use prior to your becoming president?

The Witness: No, sir. Oh, pardon me. No, I

misunderstood.

Yes, these two machines were put in service in

1946.

The Court: In Chicago, or

The Witness: In Chicago; yes, sir.

The Court : Is that as a consequence of your visit

to the Chicago plant?
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The Witness: It was, sir.

The Court: Have you made any recommenda-

tions in respect to packaging- for the Chicago plant

that were not adopted in 1946 ?

The Witness: I recommended that we purchase

all automatic equipment, inasmuch as we had made

quite a bit [273] of money, and I wanted to plow

it into automatic equipment, sir. And this one par-

ticular machine was purchased either by Mr. Smith

or by Mr. Fulmer, the manager there. I recom-

mended its purchase, investigated and recommended

its purchase, but I also recommended that we buy

all automatic equipment.

Q. (By Mr. Gardner) : While we are on the

subject of the Chicago plant, I believe you testified,

Mr. Farman, that in some period you desired to ob-

tain additional quarters for that plant so that you

may enlarge? A. That is right.

Q. And when was that?

A. During 1946 a plant became, was—become

available in one block from our present plant, the

corner of 47th Street and Christiana, and it was

known as the Philco Building.

It was built by the Philco Company that was

available and presented to us for purchase. Mrs.

Farman and I were both in Chicago, inspected the

plant, and called Mr. Smith on the phone and

recommended the purchase of this building. The

purchase price was $118,000.

Q. $118,000. Now, from that time, sir, up to the
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present time, have the facilities in the Chicago

plant

A. Will you pardon me, I cannot hear you. [274]

Q. Excuse me, sir.

A. You turn your back and I miss it.

Q. From the time that you made your recom-

mendation that the additional building be pur-

chased, that was in 1946 you said?

A. Yes, sir.

Q. To the present time, would you state just

how the facilities in the Chicago plant have been

enlarged ?

A. The facilities in the Chicago plant have not

been enlarged. In 1948, when we took—I was made
president of the Schalk Chemical Company, the

corporation owed money, and it was always, and in

all of our proposals, the intent of the family that

the corporation should pay off the $45,000 to Mr.

Smith. It Avas always proposed, in many cases pro-

posed, in every case proposed that the family would

loan the money to the corporation, because the cor-

poration was short of money, that they would loan

the money to the corporation on the basis that the

corporation would pay them back, to pay off Mr.

Smith.

We did not have the money to expand our plant,

and had been plowing in as much as we could, to

acquire the land. Inflation has taken hold, as we are

all familiar with it, and properties that we could

have purchased back in 1946, land alone at 75 or

even 60, was the price of the property next to us.
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It is now worth dollar and a half. [275] It is not

for sale, but that is the appraised value.

Q. In other words, in 1946, you thought it was

advisable to incur an obligation of approximately

$118,000? A. $118,000, I recommended it.

Q. You recommended it?

A. Yes, sir. [276]

* * *

The Clerk: Respondent's Exhibit K for identi-

fication.

(The document above referred to was marked

Respondent's Exhibit K for identification.)

Q. (By Mr. Gardner) : Mr. Farman, would you

examine Respondent's Exhibit K for [277] identi-

fication A. Minute books.

Q. and see if you can identify that exhibit,

sir? Just the document in general, please, sir.

A. Well, I had to read the document to know.

Q. I see, sir.

A. To know what it contained. You want me to

identify this document?

Q. Yes.

A. The entire book here, the book is a minute

book.

Q. The book is the minute book? A. Yes.

Q. That is Exhibit K?
A. Exhibit K is the minute book of the Schalk

Chemical Company.

Mr. Hall: Volume V.

The Witness: Volume V.

Mr. Gardner: Volume V, yes.



270 Schalk CJiemical Co., etc., et al., vs.

(Testimon}^ of Gerald I. Farman.)

The Court: Covering' what period?

Mr. Gardner: Covering the period April 17,

1947 to January 16, 1952.

Q. (By Mr. Gardner): Is that correct, sir?

A. Is that the latest? Let me look. Yes, sir, that

is correct.

Q. Going to page 60 of Exhibit K, the date De-

cember [278] 15, 1950, do you recall being at a

special meeting of the board of directors of Schalk

Chemical Company, sir?

Mr. Hall: Your Honor, the witness is reading

from Exhibit 5 attached to the stipulation.

Mr. Gardner : Yes, Exhibit 5, your Honor, of the

stipulation.

The Witness: Yes, I recall this meeting.

Q. (By Mr. Gardner): You were present, sir?

A. Yes, sir.

Q. Now, this is after you had been in control of

the corporation from what is it, January of 1948,

to this time, sir?

A. Yes, sir.

Q. In 1946, at the time you recommended the

acquisition of additional property in Chicago, could

you tell us what time of the year that was ; was that

the latter part of the year?

A. I am sorry, I didn't get your question, Mr.

Gardner.

Q. All right, sir. I believe you stated that in

1946 you made a recommendation that Schalk Chem-
ical Company purchase additional property in Chi-

cago ?

A. Right.
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Q. Now, could you state wliat time of the year

that [279] was in 1946?

A. I could not. I made two recommendations in

1946 to purchase property, and I couldn't tell you

the time of the year of either one. One was a rec-

ommendation that we buy the adjoining property at

60 cents a square foot ; the other one was the Philco

Building, known as the Philco Building at the cor-

ner of 47th and Christiana.

Q. Now, what was the cost, approximate cost of

the Philco Building?

A. $118,000.

Q. And what was the approximate cost of the

other building, sir?

A. The other building was not a building. It w^as

vacant land at 60 cents a square foot adjoining our

plant.

Q. I see. And how much would that have cost ?

A. I recall the overall amount was $32,000. It

is close, that is the round figure, the amount.

Q. So, you would have recommended in 1946

spending, or incurring obligations up to $150,000?

A. Definitely not. One was an alternate. First I

recommended the additional property adjoining the

factory be purchased for future expansion in the

amount of 60 cents a square foot, vacant property.

Later on I recommended, that was turned down
definitely. [280]

Q. When was this recommendation made, sir ?

A. This was in 1946.

Q. In early '46, sir?
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A. I can't say, sir. Sorry, I don't recall it. Later

on, the same year, I recommended the purchase of

the Philco Building in the amount of $118,000. At

that time we had a substantial equity in the building-

that we were in, and the building is a very saleable

building.

As a matter of fact, the equity at that time was

far, was quite a bit more than we paid for the

building. My proposal was that we would sell that

building and apply the amount of money we re-

ceived from the building on the Philco Building.

Q. And what was the

A. The Philco Building, I had talked to the

Central Manufacturing District, and they agreed

to finance the Philco Building for us on a 10 or 15

year plan, either one we choose.

Q. And what was the extent of the liability that

would be incurred?

A. About $75,000, in round figures.

Q. About $75,000? A. About $75,000.

Q. In 1946?

A. In 1946. Had we had our dividends, instead

of [281] paying dividends, taken the $42,000 that

would have brought that from $75,000 down $42,000.

Q. Now, referring to page 63 of Exhibit K, at

the bottom of the page, this relates to the minutes

of the meeting of December 15, 1950, we see that

there is a report or consideration at least, being

given to the purchase of a building in Chicago

whereby the net result of the transaction would

result in a liability of $155,000.
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Do you see that there, Mr. Farman?

A. I have read part of it. I don't want to .take

too much time.

Q. Is that correct, sir? A. Yes.

Mr. Hall: Mr. Farman, you may read all of it.

We have the time.

The Witness : I just read the first part of it, and

I don't even

Mr. Hall : Might as well read it all.

The Court : You may take all the time you need,

Mr. Farman.

The Witness: Thank you.

Mr. Hall : You may read whatever you want, and

take as much time as you want, Mr. Farman.

The Court: It is the material which has been

pointed out to the witness, the same as what appears

beginning at [282] page 6 of Exhibit 5.

Mr. Hall: That is right, your Honor.

Mr. Gardner: Yes, your Honor.

Mr. Hall: I apologize, your Honor, in making

the exhibit we didn't number the same as the pages

in the book.

The Witness: All right, I have read enough of

it, I believe.

Q. (By Mr. Gardner) : All right, sir. Referring

specifically to the wording in the minutes relating

to the liability of $155,000 shown at the top of page

64, Exhibit K, it states

:

"It was the opinion of the chairman that the

company would be unwise to incur a debt in such

proportions."
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Were you the chairman then, sir?

A. I was.

Q. And it was your opinion at that time it would

be unwise to incur a debt?

A. That is right.

Q. Like that? A. That is right.

Q. Now, in 1946, you didn't think it was unwise

to incur such a debt, did you, sir?

A. No. We had the money in 1946.

Q. Yet, I believe you testified that it was

your [283] opinion that the company would go in

the red in 1947, and that you knew this in 1946?

A. I didn't say I knew it. I said that I predicted

it.

Q. You predicted it, and in spite of this predic-

tion, you were still willing to incur a liability of

$118,000 at that time?

A. Had all things been equal, and Mr. Smith

cooperated ^Yith the executive committee, none of

this would have occurred. Mr. Smith could well have

been part of the company today, and could well have

been the president of the company. We wouldn't had

had losses and wouldn't have had this tax matter,

or anything else.

Q. Would you state, sir, how that affects your

change in judgment?

A. Well, when I call it simple arithmetic, Mr.

Gardner, in business, we paid out to the U. S. Na-

tional Bank, or Union Bank and Trust—pardon

me—the sum of $15,000. We had a large advertising
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debt. This was in 1948. I am starting now in Jan-

uary 15, 1948.

We had a large advertising debt. We have very

little working capital, a very low working capital.

We were faced with a $5,000 debt to pay to Mr.

Smith. That amoimt of money had to come from

earnings, and it had to come prior to, or be avail-

able in the first part of January [284] or the first

part of 1951. I do scratch that January 1 part of

1951.

It was my duty and my business to accumulate

$45,000 to pay off this large indebtedness, and cer-

tainly, it would have been, I could be very well

criticized for misjudgment and mismanagement had

I recommended an expenditure of any large amount

during that period, or at this time of this meeting.

Q. I see, sir. Now, I believe you have testified

that in 1945, when you first came to the company,

that you had been alarmed by some of the activities

of the prior supervisor, Mr. Colyear, and in part at

least, some of your alarm as to the future was a

result of certain studies you had made or were

making.

Did you make those studies in '45, about, sir?

A. I am afraid I couldn't follow the question,

Mr. Gardner. Would you restate it, please. I am
sorry, I didn't follow it.

Q. I understood you made certain studies of the

corporate business.

A. In 1945 now you are talking about 1

Q. Well, I may be in error, but that is what I
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understood your testimony to be, that sometime

in there you did make a study.

A. That is correct. [285]

Q. Of the business, was that in 1945, sir?

A. I made several studies. I made a study of

the business in 1945, in the latter part of 1945.

Q. I see.

A. During 1946, during 1947.

Q. Now, going back to 1939, that was the year

just preceding the loss year, wasn't it, sir?

A. Yes.

Q. And at that time, you were rather concerned

because emphasis was being placed on—what was

that. Double X?
A. Yes.

Q. Now, what is Double X, sir?

A. Double X is a varnish remover.

Q. A varnish remover. Now, what was the reason

that you were alarmed about that?

A. Double X is a very high profit item, and was

carrying a large percentage of the load, meaning

the cost of operations, and selling for the company.

It was a high voliune item.

Q. But as I understood your testimony, you were

afraid that that item would be outmoded because

of Sanders ; is that correct ?

A. I said that the sale had decreased materially,

and one of the reasons that it had decreased, that

the use [286] of electric sanding machines was get-

ting more popular every day.

I also testified that other products were being
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introduced to the market, that were easier and more

efficient that Double X.

Q. Well now, is a sander easier than any varnish

remover, sir?

A. I am afraid that it is a matter of conjecture.

I personally wouldn't want to use a sander. It is a

very hard thing to do.

Q. I see. Well now, sir, I see in some of these

minutes, referring to Exhibit K, which at this time

I would like to offer. Exhibit K, in evidence. [287]

(The document heretofore marked for identi-

fication as Respondent's Exhibit K was received

in evidence.)
* * *

Q. (By Mr. Gardner) : Mr. Farman, referring

to Exhibit J, again, page 298, under date of Feb-

ruary 26, 1947, would you examine that page and

state whether or not you were present at a board

of directors' meeting on that date, sir?

A. I remember the meeting and I was present.

Q. Do you remember the discussion regarding

Celloglaze ?

A. I remember investigating the product. In

fact, [289] I went to Minneapolis where Celloglaze

was made, and talked to the owners of it, that were

manufacturing the product there, in Minneapolis.

Q. Do you know whether or not Celloglaze is

presently on the market, sir?
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A. I do not know. It was, for many years after

that date, l)ut I can't tell you as to date.

Q. Well, after you took over in 1948, did you

make any effort to get Celloglaze ?

A. I didn't have any money to do anything for

two or three years.

Q. In other words, you did not make any effort

to get Celloglaze'?

A. No, sir.

Q. Did you at any time subsequent make any

effort to get Celloglaze ?

A. I often thought of it, but I didn't have any

money to do anything, and the most necessary thing,

is the thing I repeat, that we get enough money to

expand our facility so that we can manufacture

more products.

The Court : Do all of your operations consist of

manufacturing, or do some of them consist merely

of packaging raw materials that you buy?

The Witness : Your Honor, I think manufactur-

ing is a misnomer. I think it should be formulation.

We don't [290] manufacture raw products. We buy

raw products from suppliers who formulate them,

and formulation in the form of mixing; then we
package them and sell them.

I personally do not believe the word manufacture

is correct. I think it should be formulation of prod-

ucts; packaging is the important function.

Q. (By Mr. Gardner) : Referring to Exhibit K,

page 5 thereof, the meeting of May 30, 1947, would

you review that and refresh your recollection as to

I
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whether or not you were present at that meeting,

sir?

A. Are you going to refer to all of the minutes ?

Do you want me to read them'?

Q. No. I just asked you if you were present?

A. I was present.

Q. Now, referring to page 7 of Exhibit K, the

continuation of the minutes of the meeting of the

board of directors of Schalk Chemical Company for

May 30, 1948, at about the middle of the page there

is a statement which reads as follows

:

''Director G. I. Farman thereupon stated that

he would like to have a statement of the costs on

each of the individual products manufactured by

the Schalk Chemical Company, showing the profit

on each.

"Thereupon, a discussion took place as to

the [291] feasibility of determining cost accounting

in connection with the request for a statement of

costs. Mr. Farman stated that the records which

he had made up for the year 1945 showed an operat-

ing overhead of 14.2 percent, sales expense of 13.88

per cent, and administrative expense of 12.07 per

cent, and advertising expense of 22 percent ; making
a total of 62.15 percent as the cost of operating dur-

ing the year 1945."

Do you recall making that statement, Mr. Far-

man?
A. I don't recall it, no. '

Q. Do you recall making that analysis'?
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A. I don't recall it. I made many analyses and

this specific one I could not say I recall it definitely.

Q. Do you recall whether or not at a subsequent

date the figure of 62.15 percent as shown on page

7 of Exhibit K was corrected to read 55 percent?

A. This

Mr. Hall: By Mr.

The Witness : This is a statement by Mr. Rausch.

I don't recall the statement, no more than I re-

call

The Court: What are you pointing at?

The Witness: Mr. Rausch is the

Mr. Gardner: We are pointing at page 12 of

Exhibit K, sir. [292]

Q. (By Mr. Gardner) : I would like to refer

you to page 10 of Exhibit K, sir, relating to a meet-

ing of the board of directors for June 19, 1948;

would you look at that and state whether you were

present at that time, sir?

A. Yes, I remember.

Q. Do you remember whether or not this was

what took place as shown by page 10 of Exhibit K

:

''Thereupon, a discussion ensued with reference

to the figures which Director G. I. Farman had

given at the last meeting with reference to the over-

head and cost of production during the year '45.

The figures which Director Farman contended rep-

resented the overhead for that year was 67.78 per-

cent. Director Rausch stated that there was an error

in these figures, and that the overhead was approxi-

mately 52 percent, and that in his opinion the figure
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used by Mr. Farman included a double charge for

factory labor."

Do you recall that, sir?

A. I don't recall it. It is a simple matter of

checking.

Q. That was one of the things you were com-

plaining though, was the increase ?

A. The big thing that I was complaining about,

that you haven't brought out, is my complaint of

spending the large amount of moneys in 1945, 1946,

and 1947 on [293] advertising. Those were major

factors. And if they are not in the minutes, the

minutes are not complete. I again say that I am not

saying they are incorrect. I say they are incomplete.

Q. I would like to have you examine page 12 of

Exhibit K, minutes of the meeting of July 9, 1947,

and ask whether or not you were present at that

meeting, sir?

A. I was present.

Mr. Hall: Mr. Gardner, I request that the wit-

ness be allowed to read that whole set of minutes,

and the next succeeding minutes. That is, that he be

allowed to read from page 12 through 17.

Mr. Gardner : You mean aloud ?

Mr. Hall: No, no, to himself.

The Witness: How far did you want me to

read ?

I believe I have gone as far as necessary.

Q. (By Mr. Gardner) : You have been examin-

ing the

A. I have been examining
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Q. the pages in Exhibit K, sir?

A. The—well, the pages that were suggested

from here to here.

Q. 12, 13 and 14 of Exhibit K?
A. I believe that is right.

Q. All right, sir. Do you recall making a recom-

mendation [294] that a Milldew proover be sold by

the company?

A. I recall making a very definite recommenda-

tion that a cleaner with a germacide added be intro-

duced, be produced and introduced to the market by

the company. The word "Milldew Proover" were

words that were being batted around during the

conversation. I recall very well stating that the only

place that a milldew proover is of any—has any

volume of sale is in the south and down in Florida.

Therefore, the important thing was to get a

germacide in the product to kill fungus, germs, etc.

Q. Do you now have such a product, sir?

A. We do not, no, not as such.

Q. Do you recall the president—that is Mr.

Smith—stating to you that one of the brokers for

the Schalk Chemical Company had reported that the

grocery trade would probably not be interested in

such a product?

A. Well, Mr. Gardner, since this recommenda-

tion there must be at least ten very excellent prod-

ucts on the market that have a volume considerably

over $100,000, each item over $100,000 a year.

Q. I am sorry, Mr. Farman, apparently I didn't

make my question clear.
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What I asked was whether or not the president,

Mr. Bob Smith, Horace O. Smith, Jr., didn't state to

you that he had a report from one of the brokers

of Schalk [295] Chemical Company regarding the

advisability of preparing and manufacturing that

product; did he tell you that, do you remember?

A. I don't recall it. I read it in the minutes, and

I assume it is correct.

Q. In other words, when he received an idea

from you, he took steps to determine whether or

not that idea might work, didn't he?

A. In this instance he did, yes, this one instance.

Q. This is the only instance?

A. That is the only instance so far that you have

brought up.

Q. But in order to save time, Mr. Farman, it is

reflected in the minutes that the president did in-

investigate the possibilities of a market for a prod-

uct suggested by yourself, or one of the other mem-
bers?

A. This one product you are talking about?

Q. No. Any product as reflected by the minutes

of the company.

A. I didn't write them.

Q. Would you say that would be correct?

A. I didn't write the minutes.

Q. All right, sir. Referring to page 10, sir, of
Exhibit K, minutes for January 19, 1947, again

A. Are these some that I have identified be<

fore? [296]

Q. I am not sure, sir; would you look it over
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and see whether or not you were present at that

time?

A. Oh, yes, I read that.

Q. You have read that?

A. Right. I was present.

Q. Going to page 10 thereof, second paragraph

from the bottom:

"The president read several reports on the sub-

ject of fungicide, and stated that he would prefer

to have reports from an agency recording sales in

the southern territory as in his opinion this was a

region product, and it seemed that the southern

states were the place where it would most likely be

sold. No action was taken by the board with refer-

ence to the fungicide.

"Thereupon, discussion ensued with reference to

the waterproofing for concrete and cement. The

president stated that so far he had not had time to

receive reports from the various individuals that

he had contacted, and requested this matter go over

for two weeks.

"Director Farman conceded to the delay."

Do you recall that, Mr. Farman?

A. Yes, sir.

Q. In other words, your president was taking

steps to determine whether or not these products

were marketable wasn't he? [297]

A. Yes. I imagine he was in this particular case,

that one instant.

Q. Now, that is two instances.

A. All right; that is two instances.
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Q. All right, sir.

Referring to page 297 of Exhibit J, the minutes

for the meeting held the 19th day of February 1947

;

do you want to examine that, sir, to see whether or

not you were there 1

A. Sure do. Yes, I was there.

Q. Now, referring to page 297 of Exhibit J, re-

garding Celloglaze:

''Thereupon, Director G. I. Farman stated that

on his recent trip to Chicago, he went to Minne-

apolis and investigated a product known as Cello-

glaze, which is a liquid solution used as a furniture

polish and as a polish for automobiles. Mr. Farman

discussed the product in detail, and stated that he

had procured a tentative contract with the owner of

said product and the contract was presented to the

board for its consideration.

"The president stated that he had made some

investigation of this product, and most of the ad-

vice he had gotten was against the Schalk Chemical

Company taking over Celloglaze.

"The president further stated that he desired

to [298] make a further investigation of this matter,

and it was thereupon suggested that the president

communicate immediately with the Chicago office

and have an investigation made by the office at Chi-

cago, and send an immediate report back to the

president as to the result of the investigation.

'

' Thereupon, the directors requested G. I. Farman

to contact the owner of Celloglaze and request the
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o\Yner to extend for one week the option which he

had heretofore taken concerning Celloglaze."

Now, do you recall that, Mr. Farman?
A. I do.

Q. This is another instance in which the presi-

dent is taking steps to investigate the advisability

of marketing this product, isn't it"?

A. It is not.

Q. All right, sir.

A. This is another case of prejudice in any prod-

uct that we offered. Mrs. Farman or any members

of the family offered, there was prejudice entered

into and it is evidenced by the fact that he did not

accept these products. Had he accepted Celloglaze,

he had accepted a mighty good product.

Q. Do you have it today, sir?

A. No, I don't have it. I manage to solve the

market. [299]

Q. Did you ever accept it?

A. I would have accepted it. I didn't have any

money, I told you, prior to the last couple of years^

and I haven't had any money to do very much with

there, but we have introduced nine new products

since that time.

Q. None of which is not Celloglaze?

A. None of which is not Celloglaze. I know
Celloglaze was an excellent product.

The Court: You mean none of which is Cello-

glaze ?

The Witness : None of which is Celloglaze.

Q. (By Mr. Gardner) : Just a couple of more
questions.
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I believe you testified that in 1946 you made a

suggestion to the board of directors that they de-

velop a paint varnish, or varnish remover of some

sort; is that correct?

A. Paint and varnish remover is the word.

Q. What is it?

A. Paint and varnish remover.

Q. Paint and varnish remover; is that correct

?

A. That is correct.

Q. Now, I believe you testified also that you did

develop a paint and varnish remover in 1956; do

3^ou recall that, sir?

A. Yes. Did I say 1955 or '56? [300]

Q. Well, I have in my notes '56.

A. Well, it could be either one, sir.

Q. '55 or '56. Now, Mr. Althouse, I guess he is

manager now, isn't he, for Schalk?

A. He is my assistant.

Q. He is your assistant?

A. Yes.

Q. Testified that it took approximately one year

to get a product on to the market. Do you recall

that, sir?

A. From the time of its—we start with the idea

until it is on the market, yes, sir, I would call it,

it is a fact.

Q. Could you tell me, sir, why it took from Jan-

uary of 1948 to sometime in 1955 or 1956 to get

this valuable paint and varnish remover on the

market ?

A. I can very well, sir.
'
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Q. Fine.

A. We didn't have any money as stated before.

We had to save enough money to pay the $45,000

to Mr. Smith. We had to pay off a $15,000 indebted-

ness to the bank, and had to pay off an indebtedness,

an X number of dollars that I don't recall, to the

Central Manufacturing District on our contract for

the property or land, or building in Chicago.

Therefore, we would not spend any money,

only, [301] any unnecessary money for new^ prod-

ucts during the period of 1948, 1949, and 1950. We
may have produced a product during that time but

we were not spending money. We didn't have the

money to spend in the meantime.

I believe Mr. Althouse testified, and I wish to

testify, that there are at least 50 paint and varnish

removers on the market, and it was only a "me too"

products because our customers demanded that we

put it in. We did that late in the game with all the

competition that we had to face with it.

Q. There is just one other point, and then we

are finished, Mr. Farman.

I believe you testified to the effect, or your as-

sistant, Mr. Althouse, I don't recall which, testified

to the effect that as of today you have 17 products

;

is that correct, sir?

A. There are 16 shown in our catalogue. We
have 17 products.

Q. You have 17?

A. I believe that is correct.

Q. And your latest figures as to the profit de-



Commissioner of Intermal Revenue 289

(Testimony of Gerald I. Farman.)

rived from your individual products indicate that

53 percent of your profit now comes from the new

products ; is that correct, sir ?

A. This is Mr. Althouse's testimony, if I may
correct [302] you and if that is his testimony, it is

correct.

Q. And 47 percent then of your profit now comes

from the same old tried and true products that you

have always had?

A. I imagine that is correct. I would have to do

some checking, but if that is Mr. Althouse's testi-

mony, it is correct.

Mr. Gardner: No further questions.

Redirect Examination

By Mr. Hall:

Q. Mr. Farman, with regard to the question you

last answered, which concerned Mr. Althouse 's testi-

mony, that the 53 percent of the gross sales in 1957

were the result or were attributable to the nine new
products, and Mr, Gardner asked you if the 47

percent, the corresponding percentage was attrib-

utable to the eight old products, if I may say it that

way, referring to your answer, do you put out any
new products under what is called a private label?

A. We private label some bulk products, Mr.
Hall. One of them is called Citrox, very high profit

product, of secret formula that we put out only in

bulk form. We put out several bulk products.

Q. And the total gross sales include those bulli

products ?
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A. Yes, they do. [303]

Q. That would diminish the 47 percent that Mr.

Gardner was referring to?

A. It would diminish it considerably.

Q. Now, at the beginning of Mr. Gardner's cross-

examination, he asked you concerning your ap-

pointment, or the request made by Mrs. Farman

and Mrs. Baker and Mrs. Marlow, that you assist

them in regard to management of Schalk Chemical

Company. Do you recall that line of questioning?

A. I recall the question, but I don't know as

I

Q. In what year did they request that you leave

whatever job you had, and come to work for Schalk?

A. 1945.

Q. Did they request that at any time prior to

that?

A. Well, there were many requests, not many,

several requests made prior to 1940 hy Mrs. Farman

and the two girls that they would like to have me
in Schalk, but in 1945 it was, it had reached a point

where they requested very definite assistance.

Q. Now, Mr. Gardner questioned you at length

on your prior occupations.

The Clerk: Exhibit 28 for identification.

(The document above referred to was marked

Petitioner's Exhibit No. 28 for identification.)

Q. (By Mr. Hall) : Mr. Farman, do you know,

or did you ever know a Captain C. L. Hahn? Cap-

tain, Corps of Engineers.
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A. I did.

Q. Did you work for Captain Hahnf
A. I did.

Q. When was that?

A. During period of 19—I can't point it right

down. It was probably during a part of '35 and '36,

maybe part of '37. It is very hard to remember the

exact dates.

Q. And was he your supervisor at that time ?

A. He was at the time that I worked for him.

He was my immediate superior, yes.

Q. Do you know a Captain Hahn or did you

know Captain Hahn's signature at that time?

A. I did; yes, sir.

Q. Would you be able to recognize it today ?

A. I would.

Q. I show you Plaintiff's Exhibit 28 for identi-

fication, and ask you if that document bears Cap-

tain Hahn's signature? A. It does.

Q. Mr. Farman, do you know what this docu-

ment is, what is it called?

A. This is called an efficiency record, developed

I believe originally by the Navy and used by the

Corps of [305] Engineers in the War Department

as to the efficiency of soldiers and officers and em-

ployees.

Mr. Gardner: No objection.

Mr. Hall: I offer this in evidence, your Honor,

Petitioner's Exhibit 28.

The Court: Admitted.
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(The document heretofore marked for identi-

fication as Petitioner's Exhibit No. 28 was re-

ceived in evidence.)

Q. (By Mr. Hall) : Now, Mr. Farman, Peti-

tioner's Exhibit 28 is dated November 15, 1937, and

it shows a classification for G. I. Farman at that

time of assistant supervisor, operations, and a base

rate of pay of $450 per month. Does that, does the

exhibit reflect the true state of facts to the best of

your recollection?

A. To the l^est of my recollection it is correct.

It is signed by Captain Hahn and is an efficiency

record.

Q. Now, the classification there is assistant su-

pervisor, operations. Was your position with the

WPA changed after that date, November 15, 1937?

A. I was advanced from assistant supervisor, op-

erations, to deputy director of operations and later

to director of operations.

Q. Now, in testifying concerning a $550 salary

from [306] WPA, which position were you refer-

ring to I

A. Well, I was referring, and I believe that if I

understood it correctly, all of our conversation was

a director of operations, and that was the $550

salary I was referring to, as director of operations

at WPA.
Q. And I believe you mentioned the figure $750.

A. I said

Q. At one time
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A. I said that it was possible, and very possi-

ble, that it was that, I received a salary higher than

$550. I don 't believe I stated what I based it on, but

if I may state that, I would like to have it in the

record, if it is of any consequence.

Q. You base the $750 on? A. Yes.

Q. Go ahead.

A. I recall a meeting between the director of

the Works, of the—western director of the Works

Progress Administration, Mr. Langley and Col.

Harrington, the chief engineer of the Works Prog-

ress Administration, in Mr. Conley's office, and they

were requesting that I take over the position of

—

may I have that card just a minute. I don't know

w^hat they called it.

They had asked me to take over the duties and

position and duties of district director of South-

ern [307] California, and at that time Col. Langley

or Mr. Langley, stated, "Well, Farman, you are

the highest paid civilian on the West Coast in the

Works Progress Administration," and that my
salary would be about what I was receiving at that

time, and he said—I said, ''Well, what is that," not

thinking, and he said, "$750."

Now, I don't, I can't tell you that I received

$750. I tried to make that clear the other day.

Q. Thank you, Mr. Farman.

Did you, at any time with the WPA, work for a

Col. Dillon? A. Yes, I did.

Q. In what position were you when you worked
with, or for Col. Dillon?
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A. Col. Dillon was director of employment when

I first went in in 1935 ; when I was first transferred

from Washington I was assigned to him the first

thing.

Q. How long did you work with Col. Dillon ? ?

A. Well, actually, I can't recall in the personnel

department how long I worked. It was rather a

short period of time, and I was then transferred

because of an opening in operations that they

needed help, and—however, Col. Dillon was assist-

ant or deputy director, so I was definitely under

him for about three years, maybe a little more than

three years. [308]

Mr. Hall: Your Honor, I would like to put a

witness on out of turn for the convenience of the

Avitness, and defer Mr. Farman 's redirect examina-

tion until after this witness.

Mr. Gardner: No objection, your Honor.

The Court : You may do so.

Mr. Hall: Call Colonel Dillon.

COLONEL LEE S. DILLON
a witness called by and on behalf of the Petitioners,

having been first duly sworn, was examined and

testified as follows:

Direct Examination

By Mr. HaU:

Q. Sir, are you Colonel Lee S. Dillon, Corps of

Engineers, U. S. Army, retired? A. I am.
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The Clerk : Would you state your address, please,

Colonel Dillon?

The Witness : 3055 D Street, San Bernardino.

The Clerk: Mark Exhibit 30 for identification.

(The document above referred to was marked

Petitioners' Exhibit No. 30 for identification.)

Q. (By Mr. Hall) : Colonel Dillon, I hand you

a document that has been marked Petitioners' Ex-

hibit No. 30 for identification. Do you recognize that

document? [316] A. I do.

Q. Will you ]:»riefly describe what it is?

A. It is a letter giving my opinion of the char-

acter and ability of Jim Farman.

Q. That letter is dated August 4, 1957?

A. That is right.

Q. And it is signed by you, sir, is that correct?

A. That is right.

Mr. Hall: I offer this as Plaintiff's Exhibit No.

30.

Mr. Gardner: No objection.

The Court: Admitted.

The Clerk: Exhibit No. 30.

(The document heretofore marked Petition-

ers' Exhibit No. 30 for identification was re-

ceived in evidence.)

Q. (By Mr. Hall) : Colonel Dillon, Petitioners'

Exhibit No. 30 states that in 1940 you offered Mr.

Farman a position, and according to the letter you

got special authority from Washington to offer him
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the position at what was then an ''unusually large

salary for a government engineer," and that ends

the quote. What was the salary which you offered

to Mr. Farman in 1940?

A. I had the authority to pay from $12,000.00 to

$15,000.00. [317]

Cross-Examination

By Mr. Gardner:

Q. Colonel Dillon, what w^as the occasion for

writing this letter. Petitioners' Exhibit No. 30?

A. As I remember it, I got a request from Mr.

Guthrie for a letter as to my opinion of Mr. Far-

man.

Q. Did he state why he wanted your opinion,

sir?

A. I don't remember whether he did or not.

Q. Do you remember what salary you employed

Mr. Farman at in 1940?

A. I never employed him in 1940; he didn't ac-

cept the job. I had the authority to pay him from

$12,000.00 to $15,000.00.

Q. He didn't accept the job?

A. He did not.

Mr. Gardner: No further questions.

Redirect Examination

By Mr. Hall:

Q. Colonel Dillon, did you know Mr. Guthrie

prior to his contacting you?

A. I had met him, yes.
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Q. Who was Mr. Guthrie ?

A. He was a lawyer, I believe, who handled a

lot of Mr. Farman's business. [318]

Mr. Hall: Call Mr. Farman.

GERALD I. FARMAN
called as a witness for and on behalf of the Peti-

tioners, having been previously duly sworn, re-

sumed the stand and testified further as follows

:

Redirect Examination

By Mr. Hall:

Q. Mr. Farman, what is your age^

A. I will be 65 next month.

Q. Now, during the years 1935 to 1939 what was

the highest position you held with the WPA when

it was under the Corps of Engineers'?

A. Director of Operations.

Q. And while you were in that position, did the

office which you controlled make an accomplishment

report of the work of that division?

A. It did.

Q. That was the Operations Division, is that

correct "^ A. Correct.

The Cleik: Exhibit No. 31 for identification.

(The document above referred to was marked
Petitioners' Exhibit No. 31 for identification.)

Q. (By Mr. Hall) : Mr. Farman, I hand you

a book that has been marked Petitioners' Exhibit
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No. 31 for identification, and ask you if that is the

Accomplishment Report, or Report of Accomplish-

ments of the Operations Division, Work Progress

Administration, Southern California, which you re-

ferred to? A. It is.

Q. Was that prepared under your supervision?

A. It was.

Q. And at the time of this report, as Director of

Operations, who was your inomediate supervisor?

A. Colonel Donald H. Connelly.

Mr. Hall: I offer this as Petitioners' Exhibit

No. 31.

Mr. Gardner: No objection.

The Court: Admitted.

The Clerk: Petitioners' Exhibit No. 31.

(The document heretofore marked Petition-

ers' Exhibit No. 31 for identification was re-

ceived in evidence.)

Q. (By Mr. Hall) : Mr. Farman, on cross ex-

amination it was suggested, on Mr. Gardner's ex-

amination, that at some time in your background

you went broke. Was there ever any occasion on

which on any business enterprise that you had that

you went broke?

A. I never went broke.

Q. On cross examination you testified as to

an [320] employment contract which Mr. Colyear

demanded from Schalk Chemical Company in 1931

or 1932, I don't recall which year; when that con-

tract was objected to, what did Mr. Colyear do?
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A. Well, he got extremely mad, and then from

that date on he refused to cooperate with any of

the family.

Q. Did he take any other action at that time?

A. He sued the company for salary.

Q. Mr. Farman, Respondent's Exhibit J, which

is Volume 4 of the Minute Books of Schalk, at Page

147, contains this following statement made by

Henry O. Wackerbarth, the Secretary of the corpora-

tion, "On the 13th day of May, 1932, as Secretary of

the Schalk Chemical Company, I was served with

a copy of the summons and complaint in an action

now pending in the Superior Court of the State of

California in and for the County of Los Angeles,

and entitled Curtis C. Colyear, Plaintiff, versus

Schalk Chemical Company, a corporation, Defend-

ant, No. 340461 ; that said action was brought by the

plaintiff for the purpose of recovering the reason-

able value of his services rendered to the corpora-

tion as general manager."

Is that the suit that you had reference to?

A. That is the suit I had reference to.

Q. And was that suit later dismissed?

A. It was later dismissed.

Mr. Hall: For the record I state that the reso-

lution [321] and agreement of Mr. Colyear is set

forth at Pages 157 to 158 of Respondent's Exhibit

J, which is Volume 4 of the Minute Books of Schalk

Chemical Company.

Your Honor, I think I made a misstatement be«

fore in reference to this exhibit. It is Respondent's
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Exhibit J; it is on the wrong line here and I will

ask the Clerk to correct it.

Q. (By Mr. Hall) : Now, Mr. Farman, on cross-

examination you testified I believe that you have

followed the practice of endorsing to Mrs. Farman

your salary checks from Schalk Chemical Company.

Now, Mr. Farman, did you mean that you received

no personal l)enefit from such funds?

A. Oh, no, I didn't mean it that way.

Q. What does Mrs. Farman use those funds for?

A. For the maintenance of her home and living

expenses, from which I derive a benefit ; I live there

and I derive a benefit.

Q. Well, did you actually endorse the checks that

you received?

A. I doubt if I endorsed very many of them; I

hand the check to her and she deposits it in her

account.

Q. Now, did you and Mrs. Farman enter into a

property settlement agreement prior to your mar-

riage? A. We did. [322]

Q. What was the general nature of that agree-

ment?

A. Briefly, what was hers was her own, and

what I had was my own, prior to our marriage.

Q. Now, regarding Mr. Fulmer, the former man-

ager of the Chicago plant, or the Eastern Division

of Schalk Chemical Company, how old was Mr. Ful-

mer in 1948?

A. Well, he told me he was past 65.
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Q. Did tie object to coming to California?

A. No, he welcomed it, to my best knowledge and

belief.

Q. Now, on cross-examination, Mr. Farman, you

testified that you thought Mr. Lieben was appointed

manager of Schalk Chemical Company in place of

Mr. A¥illiams in 1931 or 1932. Mr. Farman, I refer

you to Respondent's Exhibit J, which is Volume 4

of the Minute Books of Schalk, Page 255, in which

there is a resolution as follows: ''Resolved that

H. C. Lieben be appointed the general manager of

Schalk Chemical Company and be granted power

and authority to manage and operate said business,

subject, however, to the control, ratification and ap-

proval of the Board of Directors of said company."

Mr. Farman, to your knowledge, was Mr. Lieben

appointed manager of Schalk Chemical Company

prior to that date"?

A. Not to my knowledge, no, definitely not.

Mr. Hall: I didn't mention the date, your

Honor, that is [323] the minutes of April 26, 1944.

Q. (By Mr. Hall) : Well, did he act as manager

prior to that date?

A. That was my understanding, yes, that he was

the manager of this operation in Los Angeles, more

of an understanding.

Q. Mr. Farman, on cross-examination you were

asked some questions concerning the minutes of a

meeting of the Board of Directors of Schalk Chem-
ical Company on December 11, 1946, which are set
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forth in Respondent's Exhibit J at Pages 280 to

282, and I call your attention to the bottom of Page

281, and the sentence ^Yhich reads, "Director G. I.

Farman called the attention of the Board to the

fact that he had contracted an indebtedness of

$16,000.00 for an automatic filling machine and an

automatic crack filler," that is the end of the sen-

tence.

Is that a correct statement? A. It is not.

Q. Will you tell us what is incorrect about it ?

A. The amount of money contracted, $16,000.00

is very incorrect.

Q. Did you ever contract a $16,000.00 indebted-

ness for Schalk Chemical Company for machinery?

A. Not during that period.

Q. And during that period, what period do you

mean? A. Of 1945, '46 or '47. [324]

Q. Is the description of the machines accurate?

A. On that automatic filling machine and the

automatic crack filler, I imagine it means one ma-

chine. It is not properly worded but it is as accurate

as an apprentice would get it, probably.

Q. Well, in 1945 and 1946 did you have anything

to do ^^ith acquiring one or more machines?

A. I recommended the purchase of two or more
machines, three machines, in fact, during those two

years.

Q. Well, the first two, what machines were they ?

A. An automatic, semi-automatic crack filling

machine, and a semi-automatic packaging machine
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for all sizes, all size packages up to one pound,

starting with a three ounce size.

Q. What was the purchase price of those ma-

chines, if you recall, roughly?

A. Well, the purchase price of the one machine

was $1500.00, the other machine I believe was about

$1200.00. Those are the two main machines.

Q. Was one of those machines for use in Los

Angeles ?

A. One was for use here and is being used here,

the other one was for use in Chicago.

Q. Now, on Page 282 of the same minutes, it

states, "He," referring to Director G. I. Farman,

"also suggested that it would be advisable to pur-

chase an automatic filling machine for half-pound

packages of Savabrush and that such a ma-

chine [325] would cost approximately $8000.00 in-

stalled."

Was that machine purchased? A. It was.

Q. When was it purchased approximately?

A. In 1946, I can't give you the exact date.

Q. Did you purchase that machine?

A. I did not, I recommended the purchase of

that machine.

Q. Was that machine ever installed, to your

knowledge ?

A. That machine was not installed until 1948

after I went in as president.

Q. At that time was it installed and used?

A. It was.
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The Court: Is that the machine that has pre-

viously been referred to as the one standing around

in the warehouse for a year?

The Witness: Yes, sir.

Q. (By Mr. Hall) : Mr. Farman, I refer you

to the general ledger of Schalk Chemical Company
for the year 1947, Account No. 03-C, and I call your

attention to an entry on May 15, 1947, showing a

debit of $8,058.00. Is that the price paid for the

machine which you recommended that somebody else

purchased, the fully automatic machine?

A. It is. [326]

Q. And that is the machine that was not in-

stalled until you took over, is that correct?

A. That is correct.

Q. On cross-examination, Mr. Farman, you were

asked some questions regarding proposals in 1946

by you and Mrs. Farman to expand the plant and

facilities of the company in Chicago.

Mr. Farman, I refer you to the minutes of the

Board of Directors of Schalk Chemical Company

dated July 24, 1946, which are set forth in Re-

spondent's Exhibit J, Volume 4 of the Minute Books

of Schalk Chemical Company at Pages 276 to 279,

and the statement therein, "Thereupon Director

Hazel I. Farman stated that she desired to present

to the Board for consideration the matter of secur-

ing new quarters in Chicago, Illinois, or in that

vicinity, for the reason that the present quarters

w^ould be inadequate in the event the Schalk Chem-
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ical Company took on additional merchandise for

sale. The matter was discussed by the Board for

some time but no decision was arrived at."

I also refer you to the minutes of the Board of

Directors of Schalk Chemical Company dated De-

cember 16, 1946, which appear in the same exhibit at

Pages 280 to 282, and specifically Page 282 where

it is stated,
'

' The question of expansion of the plant

facilities at Chicago and the matter of additional

bonuses to the officers were also considered by

the [327] meeting."

Now, Mr. Farman, was it in that period that the

proposals to expand the facilities at the Schalk

Chicago plant were made by you and Mrs. Farman I

A. It was.

Q. Now, you testified that it was possible at that

time to purchase the Philco Building which was

near the plant of Schalk in Chicago. As I recall it,

your testimony was that that would have cost Schalk

$118,000.00, is that correct?

A. That is correct.

Q. How much equity in your opinion would

Schalk have realized from the sale of its then exist-

ing plant in 1946, approximately?

A. $42,000.00. If you would like me to explain

it, I can do it, but $42,000.00.

Q. No ; well, how much would it have cost Schalk

a year to finance the balance of the purchase price

of the building, to pay the balance of the purchase

price ?
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A. I worked it out with the Central Manufactur-

ing District, it was $6000.00 a year plus interest.

Q. And you had an arrangement for the financ-

ing at that time? A. I did.

Q. Who was that with ?

A. Central Manufacturing District of Chicago.

Q. Mr. Farman, on cross-examination you testi-

fied, I believe, that Mr. Smith liked to work in the

factory, mixing and packaging Schalk products,

was that your testimony ?

A. I believe it was.

Q. Of your own knowledge when if ever did

this occur? A. Well, it occurred in 1946.

Q. Is that the only time you recall?

A. That is the time I recall.

Q. At that time did his working in the factory

have anything to do with a shortage of employees?

A. Not at all.

Q. Mr. Farman, according to the books and rec-

ords of Schalk Chemical Company, was your salary

in 1945 and 1946 more or less than the salary paid

to Mr. Smith ? A. It was less.

Q. What was the salary paid to Mr. Smith?

A. $500.00 a month, as I recall it.

Q. In 1945 and 1946, is that correct?

A. Yes; that is right.

Q. During the same period was Mr. Fulmer's

salary more or less than Mr. Smith's?

A. It was more than Mr. Smith's.

Q. Do you know how much it was?
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A. As I recall it from memory it was $750.00 a

month.

Q. Now, on cross-examination, Mr. Farman, you

made [329] several statements concerning the opera-

tions and condition of Schalk Chemical Company
prior to the year 1945. What was the source of your

information in that regard?

A. Prior to 1945, as the husband of Mrs. Far-

man.

Q. Well, was this the result of conversations

with Mrs. Farman?

A. Conversations, financial reports and other

records that she would bring home or send to me
wherever I was.

Q. Mr. Farman, I refer you to Respondent's

Exhibit J, which is Volume 4 of the Minute Books

of Schalk Chemical Company, at Page 221 and the

memorandum which is inserted at that page which

is a memorandum from H. C. Lieben to C. C. Col-

year, President, dated January 25, 1941.

On Page 2 of that memorandum it states, "While

our other specialty items have either held their own

or enjoyed an increase, Double X Floor Cleaner

has been declining rapidly since 1937. This has been

due primarily to increased competition of lower

priced items, use of new floor finishes and increased

usage of sanding machines."

Now, Mr. Farman, is that expressive of the down-

ward trend of the mainstay product. Double X,

prior to the war, that you testified to last Thursday 1

A. It is a very good explanation.
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Q. In answer to a question by the Court, Mr.

Farman, you stated that Schalk does not manufac-

ture its products. I [330] would like you to explain

a little further, what exactly Schalk does in put-

ting out its products.

A. We purchase raw materials from manufac-

turers, formulate them, sometimes called blend

them, formulate them by mixing them and package

them, put them in packages of various sizes, if it

is liquids it goes in cans, the dry powders go in

either fiber cans or packages.

Q. The formulation is in accordance with a for-

mula, is that correct?

A. Yes; it is followed

Q. Now, on cross-examination you testified that

the present management did not put a paint and

varnish remover on the market until 1955 or 1956,

notwithstanding that in 1946 you and Mrs. Farman

recommended the product for the Schalk line.

Now, Mr. Farman, in 1946 how many national

competitors were marketing a liquid paint and

varnish remover?

A. Two, to my best knowledge and belief.

Q. Who were they?

A. Savagram Company of Boston and Wilson

Imperial in New Jersey.

Q. Now, in 1948 and 1949 when you took over

management of the company, how many national

competitors were marketing a liquid paint and var-

nish remover?

A. Well, I would be glad to establish a minimum
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figure of 20. I have records to substantiate that in

my personal file. [331]

Q. Now, in 1948 when Schalk Chemical Com-

pany put tile cement on the market, how many
competitors were making a similar product, if you

know?

A. I would judge not over two or three.

Q. How about patch paste which was put on the

market in 1950?

A. I believe, as I recall it, we had three; there

were three on the market, but one had failed and

pulled off. They were new and not proven.

Q. And tile paste in 1952 1

A. There were about four on the market when
we put that on the market.

Q. And Liquid Savabrush in 1953?

A. Very highly competitive, probably 20 or 30

of them.

Q. And Liquid Waxoff in 1954?

A. We were a leader, I mean there was one

other, the Bruce Asphalt Tile Cleaner that was on

the market at that time.

Q. And in 1956 Sure-X, X-It, and Do-X were

put on the market by Schalk ; what was the competi-

tive position at that time?

A. Very highly competitive.

Q. Is that the paint and varnish remover?

A. Two of those are the paint and varnish re-

movers.

Q. What is Do-X?
A. Do-X is a wall cleaner. [332]
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Q. Now, in 1957, S-14 Spackling Compound was

put on the market; what was the competition posi-

tion at that time?

A. S-14 formulated with a polyvinyl is very new.

I would say that we maybe have two or three com-

petitors at this time, successful competitors.

Q. Now, Mr. Farman, what is the Schalk mer-

chandiser ?

A. That is a sales aid wherein we put represent-

ative stock in a retail store of all our items and

it is a promotion item.

Q. Would you briefly describe Avhat it is?

A. Well, it is made of cardboard, the stand is,

it is seven inches wide, 24 inches long, and 27 inches

high, and has shelves and at the top it says, Home
Repair Products, and the products are placed on

the shelves; if it a self-service merchandiser. It is

actually, what it is, we call it a self-service mer-

chandiser.

The Court: Is what you are talking about illus-

trated on the back page of Exhibit 14?

The Witness: It is, sir.

Q. (By Mr. HaU) : When did Schalk first com-

mence using the Schalk merchandiser?

A. It was in the early 50 's, I don't recall the

exact date.

Q. Prior to that time was there anything similar

to [333] that used by Schalk Chemical Company?

A. Printer's Ink, and Sales Management, both

published pictures of it and said it was the first

thing like it in its field.



Commissioner of Internal Revenue 3 \ 1

(Testimony of Gerald I. Farman.)

Q. Now, Mr. Farman, on cross-examination Mr.

Gardner pointed out instances in 1947 as to which

the minutes of the company show that new products

were suggested to management by you and Mrs.

Farman.

Prior to the time that the executive committee

was disbanded, how were the proposals for new

products handled?

A. They were handled in an executive committee

meeting, if I understand your question properly.

Q. Were minutes or memoranda of those meet-

ings kept? A. Yes.

Q. Who kept them? A. I did.

Q. When would they be prepared!

A. Well, we will say immediately after the meet-

ing or the same day as the meeting.

The Clerk : Exhibit No. 32 for identification.

(The document above referred to was marked

Petitioners' Exhibit No. 32 for identification.)

Q. (By Mr. Hall) : Mr. Farman, I hand you

Petitioners' Exhibit No. 32 for identification and

ask you if those are the minutes or [334] memo-

randum which you prepared? A. They are.

Q. Are those, most of them that are in that

group in your handwriting?

A. Yes; they are.

Q. I should say all of the longhand memoranda

are in your handwriting, is that correct?

A. That is right.
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Q. And who was present usually at those meet-

ings ?

A. Mrs. Farman, Mr. Smith and myself.

Q. And, for example, there is a meeting on top

here, September 27, 1945, 10:00 a.m.; when was the

memorandum of the meeting prepared by you?

A. The same day, very definitely.

Q. That was your custom and practice?

A. That is my custom and practice.

Mr. Gardner : May I ask a question on voir dire,

your Honor?

The Court: You may.

Voir Dire Examination

By Mr. Gardner

:

Q. Petitioners' Exhibit No. 32 for identification

are minutes of the executive committee meetings?

A. Yes.

Q. Are these the official minutes? [335]

A. I would say official minutes, yes.

Q. What makes them official?

A. It was a full committee meeting of the ex-

ecutive committee, was set up by the board of trus-

tees or board of directors of the corporation.

Q. Were the minutes of the previous meeting

read at the subsequent meeting?

A. They were often read, yes, sir.

Q. Were they read every time, sir?

A. I can't swear to it; I would say yes, I defi-

nitely would.
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Q. Your testimony is these minutes were read at

the next meeting? A. Yes; I did.

Q. You read the minutes?

A. I kept a file and read the minutes.

Q. Would they be passed on as correct, sir?

A. They never were passed on ; Mr. Smith often

got up and walked out.

Q. Who directed you to keep these minutes?

A. Why, I imagine I directed myself to keep

them.

Mr. Gardner: I object to the introduction.

Mr. Hall: I haven't offered it yet. [336]

Redirect Examination

(Continued)

By Mr. Hall:

Q. Mr. Farman, as to what took place at these

meetings, do you have any independent recollection

apart from these memoranda that you made ?

A. No; I haven't.

Mr. Hall: I offer them as Petitioners' Exhibit

No. 32.

Mr. Gardner: I object to the introduction of

these so-called minutes, your Honor. This is noth-

ing more or less but a self-serving document pre-

pared by the witness later and they have no official

capacity whatsoever. It would be the same thing if

he went home and wrote a note about the day's oc-

currence, naturally in the most favorable light to

the witness.

Mr. Hall: Your Honor, they are memoranda of

what he observed to transpire, and as memoranda
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they are admissible. He has no direct recollection

on the subject.

The Court : Were these contemporaneously kept %

The Witness: They were kept at every meeting.

The Court : How soon after the meeting did you

prepare these?

The Witness : The same day.

The Court : I will admit it.

The Clerk: Petitioners' Exhibit No. 32.

(The document heretofore marked Petition-

ers' Exhibit No. 32 for identification was re-

ceived in evidence.) [337]

The Court : What is the reason for the establish-

ment of the executive committee?

The Witness: To try to eliminate the friction

that was going on and to get co-operation and ex-

pansion of the company.

The Court: So there were difficulties with Mr.

Smith prior to the formation of the executive com-

mittee ?

The Witness: Yes, sir.

The Court: And that was an attempt to furnish

a solution to the situation?

The Witness: Yes, sir.

Mr. Hall: Your Honor, I call your attention to

Petitioners' Exhibit No. 15 on the question that you

asked. This is a letter on the letterhead of Henry

O. Wackerbarth. That letter, your Honor, states that

in settlement of the controversy then existing there

had been an agreement to set up or there was an

agreement to set up the executive committee.
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Q. (By Mr. Hall) : Now, Mr. Farman, was

there any general management and sales meeting

in 1945 that you attended? A. Yes.

Q. Do you recall where that was held?

A. At the Biltmore Hotel here in Los Angeles.

Q. Approximately what time of the year?

A. It was either November or December, 1945.

Q. And do you recall who was present at that

meeting? [338]

A. Well, Mrs. Farman and Mr. Smith, Mr.

Fulmer, Mr. Lieben, Mr. Stebbans, myself, I recall.

Q. Who is Mr. Stebbans?

A. Mr. Stebbans is the owner now of his own

advertising agency; I believe it was Honig-Cooper

Company at that time. He is an advertising man.

Q. That was the advertising agency for Schalk

at that time?

A. For Schalk Chemical Company at that time.

Q. And Mr. Stebbans was representing that

agency at that time? A. That is correct.

Q. Did that conference last several days?

A. It lasted two or three days, yes.

Q. Was a memorandum made of that confer-

ence?

A. Yes, Mr. Fulmer prepared a memorandum of

that conference.

Q. And do you know when he prepared that?

A. Well, yes, he made his notes during the con-

ference and prepared it at Schalk Chemical Com-

pany's office, dictated it immediately after the

meeting.
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Q. Did he give you a copy of the memorandum?
A. Yes; he did.

The Clerk: Petitioners' Exhibit No. 33 for iden-

tification.

(The document above referred to was marked

Petitioners' Exhibit No. 33 for [339] identifi-

cation.)

Q. (By Mr. Hall) : Mr. Farman, I hand you

Petitioners' Exhibit No. 33 for identification and

ask you if that is the memorandum which you re-

ferred to? A. It is.

Q. Have you read this memorandum recently?

A. No; I haven't recently, I don't believe.

Mr. Hall: Your Honor, shall we take a recess?

The Court : There will be a short recess.

(Short recess taken.)

Mr. Hall: I offer this document as Petitioners'

Exhibit No. 33.

Mr. Gardner: If the Court please, the respond-

ent objects to the introduction of that document

solely for the reason that the document was pre-

pared by Mr. Fulmer, and Mr. Fulmer is the per-

son who should identify the document and possibly

be interrogated on the completeness, accuracy, and

when these statements were recorded.

Now, we have no opportunity to do that and the

document is hearsay.

Mr. Hall: I appreciate that, your Honor; Mr.

Fulmer lives in Iowa or some place back east and
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I am just trying- to save some time. Mr. Smith cer-

tainly has some idea as to the authenticity of that

document. Now, if we want to spend time going

over it when Mr. Smith testifies, fine. [340]

The Court: Was Mr. Farman present at the

meeting covered by this document?

The Witness: I was, sir.

The Court : What is the purpose of the offer ?

Mr. Hall: It shows the discussion of products,

it shows some decision on products that were not

thereafter produced by Schalk. It shows that there

was an endeavor to set up new management policies

and effect them.

The Court: I will admit it.

The Clerk: Exhibit No. 33.

(The document heretofore marked Petition-

ers' Exhibit No. 33 for identification was re-

ceived in evidence.)

Mr. Hall: Your Honor, I refer to Paragraph 7

of the Stipulation of Facts, Paragraph 7 refers to

a stipulation and agreement dated September 26,

1929. I call the Court's attention to the fact that

that stipulation and agreement is contained in Re-

spondent's Exhibit J, Volume 4 of the Minute Books

of Schalk, set forth at Pages 67 to 88. The declara-

tion of trust which is Petitioners' Exhibit No. 1

also is set forth in Respondent's Exhibit J at Pages

89 to 104, and there are also set forth in the Minute

Books some collateral agreements relating to the

declaration of trust and the stipulation and agree-
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ment. Now, with regard to the executive committee,

your Honor, I call the Court's attention to Page

271 which is part [341] of the minutes of the meet-

ing of the Board of Directors on September 26,

1945; commencing on Page 271 is the resolution

which sets up the executive committee and sets out

the powers of the committee and voting rights and

so forth. Mr. Gardner, will j-ou stipulate that Mr.

Stanley W. Guthrie is dead?

Mr. Gardner: So stipulate.

Mr. Hall: I vnW state for the record that Mr.

Guthrie passed away in 1952. I call the Court's

attention to the fact that as shown in Respondent's

Exhibit J, that Mr. Guthrie attended practically

every meeting, I think there were a couple that he

didn't, of Schalk Chemical Company from May 18,

1942, up to the time of his death in 1952.

The first meeting which he attended is at Page

147 of Respondent's Exhibit K. Now, on cross-

examination Mr. Gardner asked this witness some

questions regarding whether the outstanding stock

of Schalk Chemical Company was owned by Horace

O. Smith, the father of Horace O. Smith, Jr.

The Clerk: Petitioners' Exhibit No. 34 for iden-

tification.

(The document above referred to was marked

Petitioners' Exhibit No. 34 for identification.)

Mr. Hall: Petitioners' Exhibit No. 34 for iden-

tification is an amended inventory and appraise-

ment in the matter of the Estate of Horace O.
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Smith, Deceased, Avhich amended inventory was filed

on October 3, 1929. This is the copy, it is not a

certified copy. [342]

The Court: I would conclude from Exhibit 1

and the matters referred to in Exhibit 1 that all of

the shares of Schalk Chemical Company came from

the estate of Mr. Smith, Senior.

Mr. Hall : That is not true, your Honor.

Mr. Gardner: That was my understanding.

Mr. Hall: But it is not true.

The Court: Very well, I will let you clarify the

record, then.

Mr. Hall: I offer this as Petitioners' Exhibit

No. 34.

Mr. Gardner: I have no objection.

The Court: Admitted.

(The document heretofore marked Petition-

ers' Exhibit No. 34 for identification was re-

ceived in evidence.) [343]

Recross-Examination

By Mr. Gardner:

Q. Just two or three brief questions, Mr. Far-

man; Exhibit No. 10 shows the net profit before

taxes for the Schalk Chemical Company from the

period 1937 to 1957, does it not, sir?

A. It does.

Mr. Hall: May I ask Mr. Farman a question,

Mr. Gardner?



320 Schalk Chemical Co., etc., et at., vs.

(Testimony of Gerald I. Farman.)

Mr. Gardner: Surely.

Mr. Hall: Have you seen that before this time,

Mr. Farman?

The Witness : No ; I have not.

Mr. Hall : For the record, this exhibit was spon-

sored by Mr. Britton.

Mr. Gardner: Are you through?

Mr. Hall: Yes. [350]

Q. (By Mr. Gardner) : Now, I believe that you

testified that you took over in January of 1948, is

that correct, Mr. Farman?

A. That is correct; January 15, 1948.

Q. And from that time on you ran the company,

is that correct, sir? A. That is correct.

Mr. Hall: Your Honor, I object to this line of

questioning as not being any part of the redirect

examination, and any questions pertaining to the

profit in those years should have been addressed

to Mr. Britton who prepared that exhibit. Mr. Far-

man has not testified on it either in his direct ex-

amination or in his redirect examination.

Mr. Gardner: He has testified as to his qualifi-

cation as a manager, if the Court please, and I

believe that that is involved here.

The Couii:: You may continue.

Mr. Gardner: Thank you.

Q. (By Mr. Gardner) : Now, I believe there

was some testimony to the effect that Horace O.

Smith, Jr., was making, what was it, $500.00 a

month in 1945, sir, was that your testimony?

A. That was my testimony.
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Q. $500.00? A. That was. [351]

Q. And that was as president and supervisor of

Schalk, is that correct, sir?

A. Supervisor of the trust.

Q. Yes, and also president of Schalk, wasn't it?

A. As president of Schalk is all I know; I don't

know anything about what he received as supervisor

of the trust.

Mr. Hall : May I note for the record, your Honor,

that the declaration of trust and the stipulation and

agreement back of it provide that the trustee, the

supervisor of the trust, shall receive no compensa-

tion as supervisor?

Mr. Gardner: Very good.

Q. (By Mr. Gardner) : Now, then, also during

the period that Horace O. Smith, Jr., was super-

visor of the trust, as I understand it, there were

dividends declared every year, is that correct, sir,

up to 1947?

A. Yes; well, I can't, I assume they were, I am
not positive, I haven't the records in front of me,

but I believe that every year a dividend was paid.

Q. I believe you testified also that from the time

you took over there have been no dividends, is that

correct, sir? A. That is correct.

Q. Would you tell me, sir, what your salary was

in 1948 when you took over as president of Schalk ?

A. No ; I cannot. [352]

Q. Was it as much as the prior president, Mr,

Smith, Jr., had been receiving?
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A. Yes; I imagine it was more than that, I don't

know; I cannot tell you.

Q. All right, let's go on up to 1950; do you re-

call what your salary was, sir?

A. I don't recall it at all, sir.

Q. Do you recall what it is in 1958?

A. Yes.

Q. How much is it, sir?

A. My salary as president of Schalk Chemical

Company is $12,000.00 a year.

Q. Is Mrs. Farman also an officer?

A. She is vice president and treasurer of the

company.

Q. What is her salary, sir?

Mr. Hall: I object, your Honor, as not being

proper examination at this time. Mr. Gardner could

have covered these subjects earlier.

The Court: He may continue.

The Witness : Her salary at this time ?

Q. (By Mr. Gardner) : Yes.

A. As I recall, it is $450.00 a month.

Q. Now, has she received more than that during

any period from 1948 to the end of 1958? [353]

A. More salary than that ?

Q. Yes. A. Not as a salary.

Q. Does she receive any other income?

A. She has received bonuses.

Q. How much?

A. I have no idea; employee bonuses.

Q. Are they substantial bonuses?

A. Some years they were good bonuses, other
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years we didn't even take a bonus when we paid the

employees bonuses, we did not take bonuses our-

selves.

Q. What would you consider a good bonus*?

Mr. Hall: I object, your Honor, on the ground

that this line of questioning is immaterial to the

issues of this case. The question of reasonableness

of salaries or reasonableness of bonuses or the fact

that this management paid certain salaries or does

not, or that it pays bonuses or it does not has noth-

ing to do with this case. It is immaterial.

The Court: What is the purpose, Mr. Gardner?

Mr. Gardner: Well, if the Court please, in the

first place it has nothing to do with this case as he

says, yet this Exhibit 10, I note, is petitioners' ex-

hibit, petitioner has introduced the profit through-

out these years, petitioner has placed this in issue.

Now, I would like to find out a little [354] more

about this.

The Court : Placed what in issue ?

Mr. Gardner: The years 1950, 1951, 1952 and up

to 1957.

The Court : I think you are getting a bit remote,

Mr. Gardner.

Mr. Gardner: Well, that may be; what I would

like to do, your Honor, is show that this witness

and Mrs. Farman are the only ones who are receiv-

ing anything from this corporation; dividends have

been eliminated.

Mr. Hall: That is immaterial to the issues in

this case, your Honor.
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Mr. Gardner: And in that respect, your Honor,

once again we are involved with a personal in-

terest rather than a corporate interest. That is the

issue in this case.

The Court: You have already established their

present salaries, and the fact that no dividends have

been declared has already been testified to. I think

you have sufficiently exhausted that subject.

Mr. Gardner: All right. The only thing I haven't

gotten into is the question of the bonuses and they

could be substantial or not.

The Court : You may ask him what the range of

the bonuses was.

Mr. Gardner: Thank you, your Honor. [355]

Q. (By Mr. Gardner) : Would you state for

the Court what is the range of the bonuses received

by you and Mrs. Farman during the years

A. They are set by Mrs. Farman and I never

—

they are set by the Board of Directors ; I am sorry

if I misunderstand

The Court: Let's not quibble; what was the

range of the bonuses that you and Mrs. Farman

received ?

The Witness : When we did receive bonuses, the

highest I recall was $3,000.00 each; many of them,

several of them probably a thousand and in some

years we did not take any bonuses ourselves, the

employees received bonuses.

Q. (By Mr. Gardner) : But you have received

as high as $3,000.00 each'?

A. To my best recollection, yes, Mr. Gardner.
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Mr. Gardner: If the Court please, I have one

request of the Court; I have no further questions

of this witness at this time. We attempted to ar-

range, that is, between counsel for petitioner and

myself, a chance to share the wealth, so to speak,

on the minute books over the week end. Counsel was

very busy and was unable to relinquish the minute

books. Now, I am going to attempt to study them

tonight if counsel has no objection and I would like

an opportunity to—I don't want this witness ex-

cused, I may want to recall him. I request the

Court's permission at this time to do that. I can't

say that my cross-examination is completed until

I have gone over those minute books [356] care-

fully.

Mr. Hall: I take it, then, Mr. Gardner, you ex

pect to go over until tomorrow anyway on the trial

of this case?

Mr. Gardner: I should imagine it would, Mr.

Hall.

Mr. Hall: I mean, you would proceed in the

normal course, or are you asking for a recess until

tomorrow morning?

Mr. Gardner : No ; I am not asking for a recess.

What I am asking is that this cross-examination

right now be discontinued until such time as I can

look those over tonight and then there may be no

questions at all, your Honor.

Mr. Hall: It is satisfactory to me to have Mr.

Gardner look over the minute books which are in

evidence.
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(Discussion at the bench oi¥ the record.)

Mr. Hall: I state for the record, your Honor,

that Mr. Farman will be available throughout this

trial and if there are any further questions, Mr.

Gardner wants to put to him, we will be happy to

have him resume the stand.

Further Redirect Examination

By Mr. Hall:

Q. Mr. Farman, were bonuses customarily paid

by Schalk Chemical Company to the president and

other officers of the company prior to 1948 ?

A. They were.

Q. In 1946, was a bonus paid to you as a vice

president '^ A. It was.

Q. Do you recall the amount of that [357]

bonus ?

A. As I recall, it was $1,200.00.

Q. Was a similar bonus paid to Mrs. Farman

at that time 1 A. It was.

Q. Mr. Farman, I show you Respondent's Ex-

hibit K which is Volume 5 of the Minute Books of

Schalk Chemical Company, minutes of January 15,

1948, meeting of the Board of Directors, Page 27

of the volume, where it states, ''Resolved that the

salary of the president, G. I. Farman, shall be

$500.00 per month commencing January 15, 1948.'^

Does that refresh your memory as to what your

salary was'?

A. It does; I didn't know what my salary was.
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Mr. Hall: I have no further questions.

Mr. Gardner: I have no further questions at

this time.

Mr. Hall: Then I have no further questions at

this time.

(Witness excused.)

Mr. Hall: I call Mrs. Baker.

PATRICIA FARMAN BAKER
a witness called by and on behalf of the Petitioners,

having been first duly sworn, was examined and

testified as follows:

The Clerk: Will you state your name and ad-

dress, please?

The AVitness : Patricia Farman Baker, 94 Esper-

enza Street, Sierra Madre.

Direct Examination

By Mr. Hall

:

Q. Mrs. Baker, are you one of the petitioners

in this [358] proceeding? A. I am.

Q. We have here as Petitioners' Exhibit 1 a

declaration of trust in which is named a Patricia

Smith; are you Patricia Smith? A. Yes, sir.

Q. Mrs. Baker, I hand you Petitioners' Exhibit

16 which is an agreement dated January 15, 1948,

between Horace O. Smith, Jr., First Party, and

Hazel I. Farman, Evelyn Smith Marlowe and Pa-

tricia Farman Baker.

This agreement I will refer to as the settlement



328 Schalk Chemical Co., etc., et al., vs.

(Testimony of Patricia Farman Baker.)

agreement. Did you sign that agreement, Mrs.

Baker? A. Yes; I did.

Q. Does your signature appear on there ?

A. Yes, it does.

Q. Now, Petitioners' Exhibit No. 16, Mrs. Baker,

states that $25,000.00 was paid to Mr. Smith at the

time of that agreement. Did you pay any part of

the $25,000.00? A. Yes.

Q. How much? A. $5,000.00.

Q. And where did the $5,000.00 come from, Mrs.

Baker?

A. We borrowed it from my father-in-law,

Walker H. Baker.

Q. By ''we," who do you mean? [359]

A. Mr. Baker.

Q. John Harvey Baker?

A. That is right.

Q. He is also a petitioner in this proceeding, is

that correct? A. Yes.

Q. When did you marry Mr. Baker?

A. In 1943.

Q. 1943? A. Yes.

Q. Now, the $5,000.00 was borrowed, you say?

A. Yes.

Q. From whom?
A. Dr. Baker, Mr. Baker's father.

Q. Did you give Dr. Baker a note for the loan?

A. We did.

Q. Was the note later repaid? A. It was-

Q. Do you recall when it was repaid?

A. 1950, '51.
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Q. Do you recall what funds you used to repay

that note, where you got the funds that you used to

repay that?

A. I suppose from our mutual, what we had to-

gether, I don't recall exactly.

The Clerk: Petitioners' Exhibit 36 for identi-

fication. [360]

(The document above referred to was marked

Petitioners' Exhibit No. 36 for identification.)

Q. (By Mr. Hall): Mrs. Baker, I hand you

Petitioners' Exhibit No. 36 for identification, and

ask you if this is the copy of the note that you gave

to Dr. Baker? A. Yes; it is.

Q. When this note was repaid, was the original

returned to you?

A. I don't know what happened to the original.

I imagine it was destroyed.

Q. Well, have you conducted a search for it?

A. Yes; I have.

Q. But you were unable to find it?

A. I couldn't find it.

Mr. Hall : I will say for the record, your Honor,

that this came from the files in the law firm of

which I am privileged to be a member. I offer this

as Petitioners' Exhibit No. 36.

Mr. Malone: No objection, your Honor.

The Court: Admitted.

(The document heretofore marked Petition^

ers' Exhibit No. 36 for identification was re-

ceived in evidence.)
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Q. (By Mr. Hall) : Are you working at the

present time, Mrs. Baker? [361] A. Yes.

Q. Where are you employed?

A. Schalk Chemical Company.

Q. How long have you been employed at Schalk

Chemical Company? A. Since 1950, '51.

Q. In what capacity are you employed by

Schalk Chemical Company?

A. General office work.

Q. By general office, what duties do you have?

A. Well, I do a little of everything, purchasing,

bookkeeping, a little bookkeeping, credit, posting,

just about everything.

Q. Mrs. Baker, I hand you again Petitioners'

Exhibit No. 16 which was the settlement agreement

with Mr. Smith. Would you state for the Court

what was your, what your purpose was in entering

into that agreement?

A. Well, my purpose was, and it was shared by

my mother and sister, was to end the dissension

which had gone on for several years over the poli-

cies ;and management of the corporation, and so

that the company could prosper and grow.

Q. Did you at any time have any desire to

acquire any part of Mr. Smith's stock interest?

A. Well, hardly. It would have amounted to ap-

proximately, I guess it would have amounted to

one-thirtieth [362] of my stock interest.

Q.' One-thirtieth of what, Mrs. Baker?

A. Well, it would have added that much to my
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stock interest and he could have kept his stock, I

wasn't interested in it in the least.

Q. Now, the $5,000.00 that you paid to Mr.

Smith, did you expect to receive that back, Mrs.

Baker "?

A. Well, yes; I thought—it was just like loan-

ing it to the corporation, that it should be paid back

when the company was back on its feet.

Mr. Hall: You may examine.

Cross-Examination

By Mr. Malone:

Q. Mrs. Baker, I believe you stated that you are

a petitioner in this case, is that true?

A. That is true.

Q. Do you have an ownership interest in the

Schalk Chemical Company? A. Yes; I do.

Q. And what is that interest ?

A. One-sixteenth, I believe it is.

Q. One-sixth? A. One-sixteenth.

Q. One-sixteenth ?

A. I think that is correct; I am not sure. [363]

Q. Well, how many shares of stock in the com-

pany do you own ? Do you know how much that is ?

A. I don't

Mr. Hall: Your Honor, we will stipulate that

Mrs. Baker owns 16,667 shares.

Q. (By Mr. Malone) : Mrs. Baker, do you know

how many shares of stock in the Schalk Chemical

Company are outstanding?

A. That same amount that I have.
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Q. Well, do you know who else owns interest

in the Schalk Chemical Company'?

A. My mother and my sister.

Q. Your sister, does she own the same amount of

interest that you own ? A. That is right.

Q. How much does your mother own?

A. My mother owns 50 per cent.

Q. Fifty per cent, do you mean she owns 50,000

shares? A. I suppose so, yes.

Q. Do you know how much stock is outstanding

of the corporation. How much the total amount of

stock?

Mr. Hall : I stipulated, your Honor.

The Court: He is entitled to find out from this

witness what she knows.

The Witness: 16,000, the same amount that T

have, [364] 16,666 shares.

Q. That is the amount of stock that you under-

stand to be outstanding for Schalk Chemical Com-

pany "? A. Yes.

Q. How long have you owned this stock, Mrs.

Baker? A. Well, I have always had it.

Q. That is to say you have always had an in-

terest in the Schalk Chemical Company?

A. That's right. I have always had an interest.

Q. Has it always been in this amount?

A. No ; when my grandmother died, my paternal

grandmother, the trust was still in existence and

I believe that part of that was divided between my
brother and my sister or that all of it was divided

between my brother and my sister and myself.
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Q. Do you remember how much this interest

was?

A. The same amount as we each had, each 16,-

6m.

Q. You stated—have you depended upon Schalk

for your livelihood by way of salary or dividends'?

A. By way of salary.

Q. For how long ?

A. Since I have been working there, 1951.

Q. Is that 1950 or 1951 ?

A. It could have been 1950 or it could have been

1951; it was approximately around there.

Q. Well, before 1950, you did not work for

Schalk in [365] any way? A. No.

Q. Were you acquainted with the business?

A. Yes.

Q. In what respect?

A. Well, we were living at home at the time.

This was when I w^as married and I was very well

acquainted with what was going on.

Q. Well, what do you mean by that, now? Did

you go down to the business every day?

A. Not every day; on occasion.

Q. Did you go down at all?

A. On occasion.

Q. What were those occasions?

A. Oh, I went down with my mother when she

went down, I don't know that there was any par-

ticular occasion to go.

Q. What did you do when you went down?

A. When I went?
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Q. Yes.

A. I don't remember that; I just went with my
mother and stayed and waited for her.

Q. I see. At the times that you went down to the

company you sat in the waiting room until your

mother was through?

A. There isn't a waiting room as such; I just

found a [366] chair and sat down in the office.

Q. You did not have any business, then, to do

when you went down there ?

A. I wasn't working ; I was married then.

Q. Did you have anything at all that you would

be inquiring about, was the purpose strictly to ac-

company your mother or was it for any other pur-

pose of your own?

A. It was not for any particular purpose of my
own other than I wanted to sort of be a, help Mother

if she needed it, she wasn't received very well at

that time down there.

Q. Do you know why your mother went down

there ?

A. She was working there for awhile.

Q. What periods were those ?

A. Let's see, well, 1946, 1945 and '46 and '47.

Q. Well, prior to the time you were employed

by Schalk, you received money from the company

by way of dividends'? A. Yes; I did.

Q. Did you receive this money regularly?

A. Yes.

Q. Ever}^ year you received a dividend?

A. I believe it was everj^ year.
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Q. Do you recall about what your extent of the

share of the dividends were'? A. No; I don't.

Q. Was it a substantial amount '^ [367]

A. It was apportionate to my
Q. Your interest? A. My interest.

Q. Was it a substantial amount, was it sufficient

for you to live on? A. Well, no.

Q. Now, let's get this down to years. Now, for

example, during 1949 did you receive dividends'?

A. 1949, no.

Q. Well, novv, in 1948 did you receive dividends,

do you recall?

A. I don't believe so; I don't recall.

Q. 1947, did you receive dividends?

A. I don't think so.

Q. 1946, did you receive dividends?

A. Yes.

Q. Was it a substantial amount?

A. I believe it was; I couldn't say exactly how
much.

Q. Vfas your share of the dividends more than

$2,000.00? A. I couldn't say.

Q. Was it less than $2,000.00?

A. I don't know, I really don't; I would have to

check.

Q. Well, during the year 1946, you were married

at that time, were you not? A. Yes. [368]

Q. Was your husband providing your income at

that time? A. Yes.

Q. Were you depending upon Schalk for any in-

come at all?
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A. No, only—no, just the dividends, I wasn't de-

pending on them as such, I couldn't have lived on

them.

Q. Were you looking forward to receiving them ?

A. Well, it is always nice to receive them.

Q. How about the year 1945, did you receive

dividends ?

A. I don't remember, I really don't; we prob-

abh^ did receive them every year for a long time.

Q. Well, in 1943, did you receive them, let's say

before you were married did you receive dividends ?

A. Yes.

Q. Do you recall the amounts of those divi-

dends ?

A. No; I don't; it didn't do me much good be-

fore I was married because then I was not of age.

Q. What was your age in 1943, may I ask?

A. 1943, I was 19.

Q. In 1944 you would be 20 ; 1947, what would

be your age? A. 1947, 24—23.

Q. You would be 22, wouldn't you?

A. 22, all right.

Q. While you were married you did not depend

upon Schalk for your source of income, is that cor-

rect? A. That is correct. [369]

Q. Do you know of your own personal knowl-

edge as to the other members of your family, did

they depend upon Schalk for their mcome?

A. No.

Q. What about Mr. Smith; do you know if he

depended upon the company for his income?
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A. I suppose he did.

Q. And your sister, Evelyn Brown"?

A. She was married.

Q. She did not depend upon Schalk for her

source of income? A. No.

Q. What about your mother; did she depend

upon the company?

A. Mother depended a great deal on it in some

ways.

Q. AVhat ways do you mean?

A. Well, I mean—I am sorry, I made a mis-

take. Mother didn't need—she didn't depend on it.

Q. She did not depend on it? A. No.

Q. Was she independently wealthy?

A. No.

Q. What did she depend on for her living ?

A. My father.

Q. Who is that? [370] A. Mr. Farman.

Q. Is Mr. Farman your father ?

A. He is my legal father.

Q. I see. Were you adopted?

A. Yes ; I was.

Q. Do you know when that took place?

A. It was shortly after they were married. I was

eight or nine or ten.

Q. You were quite a young child at that time?

A. Yes ; I was.

Q. Well, have you ever been an officer of the

Schalk Chemical Company? A. No; I haven't

Q. Just an employee? A. That is right.

Q. Have you ever been a director ? A. No.
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Q. What is your acquaintanceship with the busi-

ness other than as an employee % Have you ever had

a chance to look into the books and records of the

business? A. Yes, I have.

Q. You have. When did you do this?

A. Well, I do it quite frequently.

Q. You mean you do it now?

A. Yes; I do a lot of the posting; I make out

the [371] checks, occasionally I read a financial

statement, but not always.

Q. You say you read a financial statement ? •

A. I look at one.

Q. What do you look at on the financial state-

ment ? A. I look at our profit.

Q. The net profit? A. Yes.

Q. Are there any other things to look at on a

financial statement?

A. What we have spent for advertising, what

the overhead is.

Q. Do you make a general analysis of the finan-

cial statement? A. Not as—^no.

Q. Can you tell by looking at a financial state-

ment the condition that the business might be in?

A. Well, I can tell whether it is making money

or not.

Q. By the net profit ? A. That is right.

Q. Can you tell whether a business is solvent by

looking at its financial statement? A. Yes.

Q. You can, and what do 3^ou look at to deter-

mine whether the business is solvent or not? [372]

A. I am sorry
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Q. You look to see whether there is a net profit

or not, isn't that about it?

A. Yes; I look to see if there is a net profit.

Q. But actually you are not able to tell whether

the business is solvent or not by looking at its finan-

cial statement?

Mr. Hall: I object, your Honor; the question is

argumentative. The witness has stated she doesn't

know really.

The Court: She may answer.

The Witness: Would you state the question

again, please?

Q. (By Mr. Malone) : Well, when you look at

the financial statement, isn't it the case that you

just look to see whether there is a profit or not; you

are not able to tell whether its business is solvent

or not?

A. Well, I am down there enough; I have a

pretty good idea of whether we are solvent or not.

The bill collectors aren't coming around; we have

a good rating in D and B.

Q. Are those the things which to you mean the

company is solvent?

The Court: Are you asking her about her pres-

ent knowledge of the enterprise or are you, do you

want to find out what she knew about it at the time

these transactions were entered into?

Mr. Malone: I am trying to test the basis for

the [373] witness ' belief as to her ability to evaluate

the business, your Honor. She may do that as of now

or as of any other time.
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The Court : I think you would make more prog-

ress if you would put your questions to her in terms

of what she knew at that time.

Mr. Malone: Thank you, your Honor.

Q. (By Mr. Malone) : Now, Mrs. Baker, did

you know in 1947 whether the business was solvent

or not?

A. In 1947 we lost money. I know this—I don't

know, and I know we lost money in 1940, but at

that time I was young and money didn't mean too

much at that particular time as far as I was con-

cerned. I was unhappy that the company had lost

money.

Q. Did you know that the business was solvent,

I believe that was my question.

Mr. Hall That calls for a conclusion of the wit-

ness.

The Court: I don't know what counsel means

by the use of the word solvent anyhow. Suppose you

reframe your question.

Mr. Malone: All right.

Q. (By Mr. Malone) : Mrs. Baker, in 1947, did

you know whether the corporation had sufficient cur-

rent assets to meet its current liabilities?

A. I don't know. [374]

Q. Did you know whether the corporation had

sufficient current assets to meet its current liabili-

ties in 1946?

A. I don't know. My brother was in complete

control at that time and he didn't share anything

Vv'ith any of us.
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Q. Did you ever look at any of the books and

records at that time! A. No; I did not.

Q. Well, really then, you didn't know what was

going on in the corporation financially, did you?

A. No; I didn't. [375]

Redirect Examination

By Mr. Hall:

Q. Mrs. Baker, did you understand Mr. Malone's

question on cross-examination when he asked you

what was the outstanding stock of Schalk Chemical

Company? A. No; I did not.

Q. You did not understand it ?

A. I did not understand it.

Q. What is the outstanding stock of Schalk

Chemical Company?

A. 100,000 shares; it was until the termination

of the trust.

Q. And what has it been since the termination

of the trust?

A. That less the stock acquired from my brother.

Q. Now, prior to the date of your marriage, to

whom [376] were the dividends paid that we will

say belonged to you?

A. To the guardian; to my guardian.

Q. Who was that? A. Mr. Colyear.

Q. Curtis C. Colyear ? A. That is right.

Q. He was also the supervisor of the trust, is

that correct ? A. That is right.
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Q. Mr. Malone asked you some questions regard-

ing your knowledge of the affairs of Schalk Chemi-

cal Company prior to the time that you were em-

ployed by Schalk Chemical Company. Now, as I

recall, you said you w^ere employed in 1950 or 1951.

A. Yes.

Q. Prior to 1948 did you participate in any

meetings between the family and Mr. Smith?

A, Yes; from 1955 on.

Q. What w^as the answer, please ? A. Yes.

Q. What year did you say?

A. From 1955 on, after 1955.

Q. Do you mean 1945?

A. I am sorry, 1945.

Q. And could you approximate the number of

meetings that were held between the family and Mr.

Smith, and say what [377] period of time you are

talking about? A. Well, I

Q. Just roughly.

A. Oh, there must have been many, many meet-

ings, numerous meetings.

Q. Would you say there were more than 50 meet-

ings in the period 1945 to 1948?

A. Oh, yes ; at least that many.

Q. Where were these meetings held normally?

A. Various places, at home, at my parents ' home,

at Mr. Guthrie's office.

Q. And were you living with Mr. and Mrs. Far-

man in 1945? A. Yes.

Q. Was your husband also living with them?

A. Yes.



Commissioner of Internal Revenue 343

(Testimony of Patricia Farman Baker.)

Q. And there were meetings lield at the home, is

that correct? A. That is right.

Q. And what did these meetings concern?

A. Well, they concerned trying to reach some

kind of a settlement with Mr. Smith, my brother, or

to get him, to have him co-operate with the family

and all of us in general.

Q. Were the affairs of the corporation discussed

at those meetings? [378] A. Certainly.

Q. A¥hat matters were discussed at those meet-

ings affecting the corporation?

A. New i3roducts, the need for new products, a

building which was needed in the east because ours

was not adequate, and the business in general.

Q. And there were meetings in Mr. Guthrie's

office, is that correct? A. Yes.

Mr. Hall: You may examine.

Recross-Examination

By Mr. Malone

:

Q. Now, Mrs. Baker, in regard to these meetings,

they were held to discuss the matters involved as

to management; was there any discussion at these

meetings as to whether or not you might sell your

interest in the company?

A. I don't remember.

Q. Were there any discussions at these meetings

regarding the sale of the company completely to

outsiders, for example?

A. There could have been, but I couldn't say

definitely that there were.
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Q. Well, can you say that there were not ?

A. No; I don't remember this part of it.

Q. These meetings that you had, did you par-

ticipate [379] in them?

A. No ; not to any extent.

Q. Did you make any suggestions ?

A. I am sorry ; we all had ideas of products that

we thought should possibly be considered. My ex-

husband did, my sister did, and I was quite young

at the time but even I did.

Q. You had ideas ?

A. Ideas, yes; I can't think of what they were

right now ; I did.

Q. Well, in regard to the—what was the conse-

quence of these meetings, were you able to work out

an arrangement that changed the company manage-

ment 1

A. No. My brother would not co-operate with

any of us at the time. He wanted full control which

he had and exercised.

Q. Did you take any action subsequent to these

meetings with respect to instituting litigation in this

case?

A. There was—we brought action against him^

yes.

Q. There was a suit filed ? A. Yes.

Q. Were you a party to that suit ?

A. I don't know what you mean by party to it.

Q. Were you involved, w^ere you named in the

action ?

A. I don't recall whether I was or not, but I
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was a party to it in—how can I word it, I was for

it at the time.

Q. Did you suggest it at the outset ? [380]

A. Did I suggest it ?

Q. Yes.

A. No; I was, it was a mutual thing that we
agreed to.

Q. Who suggested it '? A. I don't recall.

Q. You don't recall, but you did not?

A, No.

Q. When did this occur, these discussions at

which time there was talk about instituting this ac-

tion? A. I don't remember.

Q. Was it in 1947? A. I don't remember.

Q. Was it in 1946?

A. I don't remember the year, sir, that it hap-

pened, that we brought the suit, I am sorry, I can't

say.

Q. But you did have meetings before the suit

was brought at which you were in attendance?

A. We had meetings from 1955, on—1945 on, I

am sorry.

Q. Did you have any suggestions as to the mat-

ters that should be brought up in the litigation

which subsequently followed? A. No.

Q. Do you know what matters were brought up

in the litigation ?

A. I am sorry, I don't. [381]

Q. Do you know that there were eleven causes of

action filed against Mr. Smith ?

A. I am sorry, my memory isn't that good.
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Q. You do not know, do you have any idea how

many causes of action were filed ?

A. Did you say eleven were ?

Q. I asked you if you know whether eleven were

or not.

A. No, I don't recall the number of actions.

Q. Do you know that it was more than one ac-

tion, more than one cause of action was alleged in

the complaint '^ A. I don't know, sir.

Q. Do you know whether Schalk Chemical Com-

pany w^as named in the complaint?

A. I don't know that, either.

Q. Did you sign the complaint?

A. I imagine I did.

Q. Well, at that time were you familiar with its

contents ?

A. At that time I probably was, yes, I don 't sign

things unless I am familiar with the contents.

Q. Then you had read the complaint?

A. Yes, I had.

Q. At that time you knew what was in it?

A. That is right.

Q. Were any of the matters complained in the

complaint [382] at the time, were any of them sug-

gested by you as causes of action that should be

brought? A. I doubt it.

Q. Who was it that suggested the causes of

action ?

A. I have no idea; we had attorneys, they prob-

ably suggested it.
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Q. Did Mr. Farman suggest any of the matters

that should be brought in the suit?

A. I don't know.

Q. Was he present at any of these meetings ?

A. Yes, he was.

Q. Did he take an active part?

A. Yes, he did.

Q. In respect to making suggestions, did he do

that as to what should be brought in the complaint

against Mr. Smith?

A. He probably made suggestions, but we had

to agree to them.

Q. Did you make any of these suggestions?

A. No, I did not.

Q. Do you recall having made any suggestions

to Mr. Farman?

A. I don't recall; possibly I did, I don't know, I

can't recall.

Q. Well, the case was really, you were looking to

him for advice and counsel in that respect, weren't

you following [383] his advice as to what should be

raised as to your complaint?

A. I follow my father's advice, but I also have

a mind of my own, and I do what I think is right.

Q. Another question, Mrs. Baker, prior to 1945

did you have any business experience with respect to

any kind of industry or business?

A. Prior to 1945?

Q. Yes.

A. Well, I got married at 19 and I was just out

of school.
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Q. And during the time you lived with your

parents and your husband, your husband provided

your living for you, is that correct?

A. That is correct.

Q. Now, prior to 1947 have you had any busi-

ness experience?

A. Prior to 1947 I helped my husband only in

typing reports for him and in his things I could do

for him at home is all.

Q. What was his work?

A. He was an engineer.

Q. I see. For whom was he employed?

A. Well, he first, when I married him, was work-

ing for Aerojet Engineering, then he went into the

Navy, was in the Navy for a year and a half, or a

year, then he came out and [384] went to work for

Eicon, I believe it is, Eicon Manufacturing Com-

pany.

Mr. Hall : Mr. Bradley.

EARL F. BRADLEY
a witness called by and on behalf of the Petitioners,

having been first duly sworn, was examined and tes-

tified as follows:

The Clerk: Will you state your name and ad-

dress for the record, please?

The Witness: Earl F. Bradley, 2101 Medial

Drive, Los Angeles 49.
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Direct Examination

By Mr. Hall

:

Q. Mr. Bradley, what is your occupation, please ?

A. I am a salesman for Schalk Sales Company.

Q. How long have you been employed by Schalk

Sales Company? A. Thirty-five years.

Q. Do you mean Schalk Sales Company or

Schalk Chemical Company?

A. Schalk Chemical Company.

Q. You have been employed by Schalk Chemical

Company for 35 years? [385] A. Yes, sir.

Q. As a salesman? A. Yes, sir.

Q. Do you have a territory today, Mr. Bradley?

A. Yes.

Q. What territory is that?

A. I work the Los Angeles area and Arizona.

Q. Los Angeles and Arizona?

A. Yes, and San Diego.

Q. How long have you had that territory?

A. Since 1947.

Q. Since 1947? A. Yes.

Q. Now, prior to 1947 what territory did you

handle for Schalk Chemical Company?

A. I worked all the middle western states.

Q. Did that territory have a name?

A. Central District, I think they called it ; it was

from Chicago to Minneapolis.

Q. What states did the Central District cover ?

A. Illinois, Wisconsin, Minnesota, North Dakota,



350 Schalk Chemical Co., etc., et at., vs.

(Testimony of Earl F. Bradley.)

South Dakota, Nebraska and Missouri, part of In-

diana, too.

Q. Prior to that time, prior to the time that you

came here to take over the Los Angeles-Arizona ter-

ritory, how long had you had the territory in the

mid-west? [386] A. From 1923 to 1947.

Q. 1923 is the year you were first employed by

Schalk Chemical Company ^

A. I started in March.

Q. Now, in servicing or performing your sales

work for Schalk Chemical Company in this mid-

west area prior to 1947, what were your duties, Mr.

Bradley?

A. I called on paint, hardware and lumber yards,

paint jobbers, paint manufacturers, hardware job-

bers and lumber yards, with the Schalk products.

Q. And that necessitated, did it, being on the

road quite a bit?

A. Quite a bit, I was probably on the road half

the time.

Q. Where did you reside at that time?

A. Chicago.

Q. You resided in Chicago at all times prior to

1947? A. Yes.

Q. And you would be on the road approximately

how long each year?

A. Oh, probably seven months each year, or six

months.

Q. How long would it take you to make the cir-

cuit of your territory?

A. It would all depend on what trip you would
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make, some trips would take two weeks, some would

take three weeks, [387] when I went to Chicago, to

Minneapolis, it would take about two weeks, up to

Kansas City would take longer, about three weeks.

Q. How many times a year would you contact

your accounts'? A. About three times.

Q. In other words, you were on the road most of

the year but you weren't off the road for six months,

were you, sir?

A. Well, when I was off the road I v>'orked

around Chicago.

Q. I see. Now, at any time during your employ-

ment with Schalk Chemical Company have you been

assigned to work not as a salesman but work in the

factory in Chicago? A. Yes.

Q. When was that?

A. That was in 1946, I think, I was in the fac-

tory for about four or five months, probably six

months.

Q. What circumstances existed in Chicago at

that time that occasioned the fact that you were

working in the factory?

A. There was a terrific backlog of orders in the

company, there was a shortage of help in the

factory. There didn't seem to be any point in going

out trying to get more business when you didn't

have material to fill the orders that you had on hand.

Q. And how long were you working in the fac-

tory at [388] that time?

A. As near as I can recall, it was about six

months.

Q. What did you do in the factory?
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A. Well, we packed material.

Q. What did you do personally"?

A. Well, I kind of worked as a team there with

two other salesmen and we run the machines, the

automatic Double X machine, we called it, then we

had to help in the shipping, w^e were generally busy.

Q. Well, did you work every day, Mr. Bradley?

A. Every day, yes, not a full eight hours every

day.

Q. Well, would you work only a half a day?

A. Sometimes we worked a half a day.

Q. Then would you go home? A. Yes.

Q. Were attempts being made at that time to

secure materials to round out the production, make

it full production?

A. Well, there was a manager in charge, I

imagine he did, I don't know, he was in the factory

most of the time when we were there, what he would

do at other times I don't know.

Q. A¥ell, what about orders you had obtained,

Mr. Bradley, were they current? A. Oh, yes.

Q. They were not backlog?

A. Well, the orders that came in were back-

logged. [389]

Q. How far were your orders backlogged?

A. Some six or seven months, some of them were

almost a year old.

Q. Prior to that time what had been your ex-

perience concerning the amount of time elapsing

between the time that you placed an order and pre-

sented it to the company and the time the company
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filled if? A. Before this backlog?

Q. Yes.

A. They would generally go out the same day.

Q. Now, while you were working in the factory

did you observe the receipt of orders for shipment

of products?

A. We would see them come in in the morning.

Q. What was done with those orders?

A. They would stamp them, the date received,

and then put them in the drawer, put them on the

bottom of the pile.

Q. How many orders were accumulated in this

pile that you mentioned?

A. I think there were over 700, I know we

counted them once and there was close to a thousand,

I think.

Q. This was in 1945 or 1946? A. Yes.

Q. After the expiration of this period, you went

back on the road, is that correct ? A. Yes. [390]

Q. And at that time there was plenty of prod-

ucts to sell, is that correct? A. Yes.

Q. Now, you have had over 35 years of experi-

ence selling the Schalk lines, as I understand it?

A. Yes.

Q. Prior to World War II what was your opin-

ion of the Schalk line?

A. Well, I was very enthusiastic about it, good

products, they did a good job, they were well re-

ceived.

Q. Did this opinion change ?
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A. In reference to the products, no.

Q. Well, was there any trend that you observed?

A. Well, I noticed, I began to notice that the sale

of Double X was dropping off.

Q. When was this?

A. Probably started some time in the late 30 's.

Q. AVas this of concern to you personally?

A. Yes, it was.

Q. Why?
A. Well, it was our leading article in money

value, point of sale, it was the item that the sales-

men could do the biggest volume with and make the

most money out of.

Q. What market conditions prompted the de-

cline, in your opinion? [391]

A. It was a slowly changing picture, sanding ma-

chines, the sanding machine manufacturers began to

put sanding machines in paint and hardware stores

for rental, the homes began to put in wall-to-wall

carpeting, eliminating the use of recleaning the

floor, and asphalt tile came along, it was a picture

that has changed considerably in the last few years
;

where there once was ten wooden floors in a ten

room home, now there would be only one or two.

Q. What was your own opinion in this field?

A. I thought that we would have to have some-

thing to boost the sales in Double X, we needed new

products, something to take its place.

Q. Did you recommend any new products to

Schalk?
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A. Specifically I mentioned one or two to Mr.

Fulmer who was in charge of the Chicago office.

Q. When was this, Mr. Bradley?

A. I don't know the exact year, but when I no-

ticed the sale of Double X began to bog down.

Q. Was any action taken on your recommenda-

tions ?

A. Well, I don't know, when I would mention

these things to Mr. Fulmer he would say well, I will

take it up with the main office.

Q. Well, were any of the products you suggested

marketed ?

A. A long time after I recommended them. [392]

Q. By Schalk Chemical Company? A. Yes.

Q. What products were they ?

A. One was a wallpaper grease spot remover, a

plastic pencil, the pencil for filling cracks in walls

made out of plastic material, called a plastic pencil.

Q. Were the market conditions, as far as Schalk

is concerned, changed by World War II ?

A. I don't know quite what you mean.

Q. Well, was your personal concern with the sit-

uation changed by reason of World War II ?

A. Well, I felt if some change, if some new

products hadn't been offered that with Double X
drying up you wouldn't have anything to sell during

the war or after the war.

Q. Did the war change the pictiire in your

opinion ?

A. Oh, yes, the war helped in this way, that a lot

of jobbers, people we hadn't sold anything to before
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were trying to find merchandise to sell, so they were

trying to stock our items. For instance, I had a

couple of ship chandlers that never sold anything of

ours until the war came along, and then they were

desparate for items to sell so they were trying to get

our line.

Q. You testified earlier there was a shortage of

materials in 1945 and 1946; was there a shortage of

any other essential supplies ? [393]

A. Shipping containers.

Q. What do you mean by shipping containers ?

A. The cardboard box that you put the merchan-

dise in.

Q. How about cans?

A. There was a shortage of cans, too.

Q. Did you assist in procuring cans for Schalk

Chemical Company in 1946?

A. I did in an indirect way.

Q. What did you do in that regard ?

A. I took Mr. Farman up to the American Can

Company in Chicago and introduced him to a man

who had been a former associate of mine ; I worked

for the American Can Company, and told him the

situation we were in and he got some cans for us.

Q. When did you work for American Can Com-

pany? A. 1921 or 1922.
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Cross-Examination

By Mr. Gardner:

Q. Mr. Bradley, referring to the period 1946

when you worked in the Chicago plant, that was a

rather unusual situation, wasn't it, sir?

A. It was.

Q. What was the reason that there was such a

backlog of orders, could you tell me, sir ?

A. We didn 't have the material to fill them ; they

were coming in faster than you could get raw ma-

terial to [394] formulate these products, I guess.

Q. You were having difficulty obtaining the raw

materials, sir, and you would place these orders, I

suppose many months back, but still hadn't received

the shipment or fulfillment of your orders, is that

right? A. That's right.

Q. That was, in other words, would you say, sir,

that was a situation that was common in 1946 ?

A. I imagine.

Q. Everybody was having difficulty obtaining

supplies, weren't they, sir?

A. I imagine. [395]

Mr. Gardner: Mr. Smith.
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a witness called by and on behalf of the Respondent,

having been first duly sworn, was examined and

testified as follows

:

The Clerk: Will you state your name and ad-

dress, please?

The Witness: Horace O. Smith, Jr., 1941 New
York Drive, Altadena.

Direct Examination

By Mr. Gardner:

Q. Mr. Smith, you are the son of Horace O.

Smith, Sr., are you not'^ A. Right.

Q. And at the date of your father's death, how
old were you, sir"? A. About 17.

Q. Did you know Mr. Colyear?

A. Yes, sir.

Q. Did you know him at that time? [396]

A. Yes.

Q. How long had you known Mr. Colyear in

1928 when your father died ?

A. The Colyears had been close family friends to

my mother and father.

Q. Well, Mr. Colyear took over the management

of the Schalk Chemical Company. You have been

sitting in the courtroom all this time, have you not,

Mr. Smith, and you have heard that testimony from

various sources? A. Yes.

Q. Did you have any discussions with Mr. Col-

year during say 1931 relative to your taking a posi-

tion with the company?

A. Not in 1931, I was still going to school.
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Q. I see. When did you first have a talk with

Mr. Colyear regarding employment in Schalk Chem-

ical Company?

A. It must have been about somewhere around

1933 or 1934 ; I am not exactly sure on that, however.

Q. 1933 or 1934? A. I would say 1933.

Q. Now, did you eventuall}^ gain employment

with Schalk? A. Yes, I did.

Q. Mr. Colyear hire you? A. Yes, he did.

Q. And what was your position when you were

first [397] hired, and what year was it, sir?

A. In March, 1936, and I was a salesman.

Q. Would you state whether or not there was any

reason you were not employed in 1933 or 1934 when

you first discussed the matter with Mr. Colyear?

A. Well, I was completing my high school and

Mr. Colyear felt I was too young immediately there-

after, and was not disposed to hire me at that time.

Q. Did you know whether or not Mr. Colyear had

other business enterprises that he was running,

managing? A. Yes.

Q. What other business enterprise did he have?

A. He owned and operated the Colyear Motor

Sales, and I believe he owned also the Colyear

Furniture Company at that time.

Q. Do you know of Mr. Colyear 's general repu-

tation as a businessman?

Mr. Hall: Did he know it at that time, is that

your question?

Mr. Gardner: Yes, at that time.

The Witness: Yes, I knew of it.
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Q. (By Mr. Gardner) : What was his reputa-

tion ?

A. He was considered to be, I i^resume, at that

time considered to be a successful [398] business-

man.

Q. And you were hired then in March of 1936, as

a salesman, sir? A. Yes.

Q. How long did you remain a salesman with

Schalk Chemical Company?

A. For several years, 1942 I was elected presi-

dent, but even during that time I had done sales

work in the field, that is by traveling with the other

men in the various territories, and I still maintained

a small territory of my own which I covered for the

reason that I felt I could best appreciate the posi-

tions and the problems of the men in the field by so

doing.

Q. Would you state, if you know, whether or

not Mr. Colyear was grooming you to take over the

position as president of Schalk Company, sir?

A. I believe he was.

Q, Now, who was the manager of Schalk in 1936

when you were first employed, that is, manager of

the Los Angeles plant? A. Mr. H. C. Lieben.

Q. How old was Mr. Lieben at that time, ap-

proximately, sir, if you know? A. In 1936?

Q. Yes.

A. He is 65 now, so he couldn't have been over

about 37 years.

Q. And how long had he been with the company,

sir, if you know, in 1936 ?
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A. He had been with the company several years

prior to that.

Q. Were you ever present when Mr. Lieben and

Mr. Colyear discussed the business affairs of Schalk

Chemical Company? A. Yes, I was.

Q. And did they have many discussions during

the period from 1936 to 1942, sir?

A. I presume so. However, a good deal of the

time I was out on the road so I wasn't in the office

at all times.

Q. In other w^ords, you mean they had discus-

sions at which you were not present? A. Yes.

Q. But speaking of the discussions, were you

present with Mr. Lieben and Mr. Colyear, did you

have numerous discussions such as those?

A. Quite a few, I would say.

Q. What was Mr. Colyear 's opinion of Mr.

Lieben, if you know, sir ?

Mr. Hall : I object, your Honor, on the ground it

is hearsay evidence. Same problem as Mr. Gardner

raised with regard to Colonel Dillon. I don't have

the opportunity to test [400] the credibility of the

opinion.

The Court: Sustained.

Q. (By Mr. Gardner) : Did Mr. Lieben remain

manager from, on up until 1942, sir, do you know?

A. Yes, he did.

Q. And he worked directly under Mr. Colyear, is

that correct, sir? A. Yes.

Q. Do you know Mr. Pulmer of the Chicagc

office? A. Yes, very well.
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Q. When did you first meet Mr. Fulmer, sir?

A. I had met Mr. Fulmer many years ago when

I was a small youngster, through my father.

Q. Now, after you became associated with the

business, 1936, when did you next meet Mr. Fulmer ?

A. I believe it was the spring of 1937.

Q. And what was his position at that time, if

you know? A. General sales manager.

Q. General sales manager, out of the Chicago

office, sir? A. Yes.

Q. Who was in charge of that plant, if you

know? A. Mr. Fulmer.

Q. Mr. Fulmer was, and Mr. Fulmer worked di-

rectly [401] under Mr. Colyear also, is that correct,

sir? A. That is correct.

Q. Now, how long had Mr. Fulmer been in charge

of the Chicago office, that is, we are speaking now as

of 1936 or 1937?

A. Oh, I would say at least ten years.

Q. In other words, he had been in charge of that

office under your father, hadn't he? A. Yes.

Q. Now, we go on up to 1942. Could you state

whether or not of your own knowledge Mr. Farman

attempted to gain employment with Schalk Chemical

Company during any of the years 1936 to 1942, sir?

Mr. Hall: I object on the ground the question is

too broad, it isn't pinpointed at any specific date. If

Mr. Gardner knows when this occurred, he can pin-

point it. I don't think it is fair to ask the question

over a five-year span, and it should be first pin-
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pointed as to who was present, where it was, and

other material data.

The Court: The question is not improper. The

witness may answer.

Mr. Gardner: Would you like the question read?

The Witness: Yes.

(The record was read.)

The Witness : I believe at one time Mr. Farman

attempted to get a position with the Schalk Chemi-

cal Company. [402]

Q. (By Mr. Gardner) : When was this?

A. I could not tell you the definite date.

Q. Could you tell me whether or not it was before

1940? A. I believe it was.

Q. And do you know the result of his attempt to

gain employment, sir?

A. He was not successful in gaining employment

at that time.

Q. Whose decision was this?

A. I believe it was Mr. Colyear's. I am not posi-

tive, however.

Q. All right, sir, now going on to the time when

you took over as president and supervisor, what year

was that that you took over as president?

A. 1942.

Q. Was Mr. Colyear still alive then, sir?

A. Yes, he was.

Q. Was he ill at that time ?

A. Not at that time, no.

Q. Not at that time. Did you have any discus*

sions with Mr. Colyear as to whether or not you

were ready to take over the presidency of this or-
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ganization? A. Yes. [403]

Q. Mr. Colyear felt that you were ready?

A. Evidently.

Q. Now, when you first took over of course I

suppose you worked closely with Mr. Colyear, did

you nof?

A. No, not too closely with Mr. Colyear, but I

did work closely with Mr. Lieben and Mr. Fulmer.

Q. Now, if you had any major decisions or any-

thing, I suppose you would naturally take that up

with Mr. Colyear, then, wouldn't you?

A. Right.

Q. What about Mr. Fulmer, did you have any

discussions with Mr. Fulmer in 1942 and prior to

Mr. Colyear 's death? A. Yes; yes, I did.

Q. And was it your intention to leave Mr. Ful-

mer on as manager? A. Yes.

Q. Was that Mr. Colyear 's intention?

A. I believe it was.

Q. After Mr. Colyear died, I believe that was in

1943, was it not?

A. 1943 or 1944, I am not certain.

Q. In any event, after his death did you become

the supervisor under the trust? A. Yes, I did.

Q. And as supervisor under the trust, would you

state [404] whether or not it was your intention to

continue the business policies of Mr. Colyear in rela-

tion to the Schalk Chemical Company?

A. To a certain extent, Mr. Gardner.

Q. And in what extent did you intend to deviate ?

A. In view of the situation, I was probably a
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little closer and more interested in the Schalk Chem-

ical Company, and it was my livelihood and I was

more interested in seeing it progress and grow.

Q. In other words, you were going to devote full

time to this one enterprise, were you not I

A. That is correct.

Q. Now, during these years following the time

vv'hen you were appointed supervisor, and on up to

the time that you resigned, which was in 1948, Jan-

uary 15, 1948, was it "l A. Yes.

Q. Up to that date, sir, did you attempt to de-

velop new products '? A. Yes, we did.

Q. Now, you have heard Mr. Farman testify that

he provided you, or the Schalk Chemical Company,

with numerous items to be developed and put on the

market by Schalk. Would you state, sir, what was

your practice when receiving a suggestion from Mr.

Farman relative to a new product ?

A. The general procedure was always to take

a [405] suggestion of a new product that it was

feasible to market by the company and submit it to

the various salesmen in the field for their comments

;

being a small organization as we were, we were not

in a position to hire a market analyst which are used

widely by the large corporations today.

Q. Now, was that your practice when these sug-

gestions that Mr.

A. That was our general practice. Of course,

many times people would suggest new products that

we in the business would know instinctively why it
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would not be feasible to market such a product at

that time.

Q. Now, did you discuss these products with Mr.

Lieben ?

A. Yes, I believe I did ; I am certain of that.

Q. You would also seek his advice, wouldn't you?

A. Yes.

Q. You would seek the assistance of your sales-

men in determining whether or not a product would

move, wouldn't you? A. Right.

Q. Now, at the time you became supervisor in

1943 we were in the midst of a war, were we not ?

A. That is right.

Q. Were you having difficulty obtaining ma-

terials ? A. Yes.

Q. Were you having any trouble whatsoever

moving your [406] products? A. No.

Q. In other words, I take it you could sell just

about anything that you could get hold of at that

time, couldn't you, sir?

A. That seemed to be apparent.

Q. Did you have a labor problem?

A. Yes, we did.

Q. What was your labor problem ?

A. We were, as all other concerns, were under

the regulations of the War Manpower Act, I believe

that is what it was called, and being in a Bon-

essential business we were not in a position to hire

new people, new laborers, factory help and so forth,

without a priority.
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Q. This created quite a labor shortage in your

organization, the Schalk Company, didn't it?

A. Yes, it did.

Q. So not only were you short of materials, even

had you obtained more materials you wouldn't have

been able to dispense or put the product out because

of the labor shortage, is that correct, sir ?

A. Pretty much so, I believe.

Q. Now, would you state, sir, when the first fric-

tion arose over your actions as supervisor'?

A. I really don't know, Mr. Gardner; it ap-

peared from [407] the beginning that my family

did not want me to be supervisor of the trust and

thereby vote stock and be president of the corpora-

tion.

Q. Was this feeling apparent even prior to the

time you became president of Schalk ?

A. I believe so.

Q. Do you know whether or not of your own

knowledge there was an apparent animosity by the

other stockholders toward Mr. Colyear?

A. Yes, very definitely.

Q. And how long had that existed, of your own

knowledge *?

A. For quite some years after 1931.

Q. In fact, the entire history of the management

of Schalk from the inception of the trust was one of

dissension, wasn't it?

Mr. Hall: I object to that as a leading question.

Stating something that is not in evidence.

Mr. Gardner: Very good objection.
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Q. (By Mr. Gardner) : But in any event, when

you became the supervisor in 1943, there was dissen-

sion as between you and the other members of the

family, the other stockholders'? A. Yes.

Q. Now, who was the spokesman for the family?

A. I think Mr. Farman was, it was generally

conceded [408] he was.

Mr. Hall: I didn't hear that answer.

The Witness: I say I think Mr. Farman was, it

appeared that way.

Q. (By Mr. Gardner) : Now, in 1945, I believe

you have been in the courtroom and you heard Mr.

Farman testify; in 1945 he came to the company

and was hired as an expediter? A. Yes.

Q. Had he made any earlier e:fforts to obtain em-

ployment with Schalk Company while you were the

supervisor or president 1

A. I believe he did, I think the whole thing had

built up to that point where in 1945 that the Chemi-

cal Company put Mr. Farman on.

Q. In other words, he had attempted to gain em-

ployment there prior to 1945?

A. Well, for a time there, he was employed by

government agencies, and was not seeking employ-

ment at that time.

Q. I see. Did you talk over the possibility of

hiring Mr. Farman wdth Mr. Lieben?

A. Yes, I did.

Q. What was Mr. Lieben 's reaction?

Mr. Hall: May I object to the question if it is

going [409] to the opinion of the witness; if it is
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asking did Mr. Lieben object or did he not object, I

have no objection to the question, but I don't want

him to state an opinion; Mr. Lieben is not here, it

would be hearsay and I don't have the opportunity

to cross-examine Mr. Lieben. The question is am-

biguous to that extent. If the witness could answer

and not state an opinion stated by Mr. Leiben.

The Court : Will you rephrase your question, Mr.

Gardner ?

Q. (By Mr. Gardner) : Did Mr. Lieben object

to the hiring of Mr. Farman by Schalk Chemical

Company? A. Yes, he did.

Q. Did you discuss the possibility of hiring Mr.

Farman with anyone else, sir ?

A. With Mr. Fulmer.

Q. Mr. Fulmer? A. Yes.

Q. Did Mr. Fulmer object to the hiring of Mr.

Farman ?

A. I don't recall exactly whether he did or not,

but it was left pretty much up to my decision, I

believe.

Q. And your decision was to hire him?

A. Yes.

Q. Now, at that time, 1945, you were having

difficulty getting materials, that is correct, isn't it,

sir? A. Yes. [410]

Q. And you needed—whose idea was it to get an

expediter to obtain these raw materials ?

A. I believe it was Mrs. Farman 's and Mr. Far-

man's idea.

Q. So you hired him on that basis, is that cor-

rect? A. Yes.
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Q. That was just about the only job available in

the corporation at that time, wasn't it?

A. Yes.

Q. Now then, when was the executive committee

set up ?

A. You have the dates, Mr. Gardner, it must

have been the latter part of 1955.

The Court: 1955 or 1945?

The Witness : 1945, jjardon me.

Mr. Hall : It was in September, 1945, Mr. Gard-

ner. [411]

Q. (By Mr. Gardner) : Mr. Smith, just prior to

the recess we were discussing the executive commit-

tee w^hich w^as formed in 1945, 1 believe. Now, would

you state to the Court just exactly your understand-

ing of the functions of that committee ?

Mr. Hall: I object, your Honor, on the ground

that it is not the best evidence. The powers and the

purpose and the legal rights incident to the execu-

tive committee are set forth in the resolution set-

ting up the executive committee, and the powers of

the executive committee are those set forth in those

minutes and no other.

The Court : I will receive the witness ' testimony,

not necessarily as evidence of what the powers of the

committee were, but I will receive it as evidence of

what he conceived them to be.

Mr. Gardner: Would you read the [413] ques-

tion?

(The record was read.)
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The Witness: The executive committee was set

up to handle management affairs of the corporation,

and came about by reason of the fact that there was

internal strife in the organization. We attempted to

meet on a ground on which we could work har-

moniously. As to the functions of the committee, I

think the minutes state, the resolutions setting up

that committee show the functions of that committee.

Q. (By Mr. Gardner) : Might I request, Mr.

Smith, that 3^ou speak a little louder?

Now, the executive committee as such was com-

prised of whom?
A. Mr. Farman, Mrs. Farman and myself.

Q. As supervisor you could have ruled against

this, the formation of this executive committee,

could you not, sir? A. Yes.

Q. Were you attempting at this time to work out

a peaceable settlement? A. Yes.

Q. That was the intent of all parties, wasn't it?

A. Yes.

Q. Now, did the executive committee as such

hold meetings in 1945 ?

A. I believe they did. [414]

Q. I show you Exhibit No. 32 which purports to

be minutes of executive committee meetings. I ask

you to examine that exhibit and state whether or

not you have ever seen those minutes. [415]

* * *

The Witness: Frankly, I don't recall ever seeing

these, this memoranda before.
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Q. (By Mr. Gardner) : Can you state whether

or not you ever recall in any meeting listening to

Mr. Farman read the minutes of the prior meeting ?

A. I do not.

The Court : Were you present at these meetings '?

The Witness: Yes.

The Court: I notice that at the end of some of

them and possibly at the end of all of them there is

a, those in handwritten form, in any event, there ap-

pears the word "Approved" and then three lines

underneath that word '^Approved." Apparently

space for three signatures, and two of those lines

have signatures, one of them, G. I. Farman and the

other H. I. Farman and the third line is blank.

Were these ever submitted to you for your signa-

ture ?

The Witness : Not to my knowledge.

The Court: Proceed. [416]

Q. (By Mr. Gardner) : Now, Mr. Smith, let's

go on to the eventual dissolution of the executive

committee. Would you state just briefly what events

led up to the dissolution of that committee?

A. I believe that came about because of lack of

harmony in management in the executive commit-

tee. I felt that it was serving no purpose as far as

the corporation was concerned.

Q. Was there an effort on the part of the other

stockholders to introduce new products, sir?

A. Yes.

Q. And these are the products that you have tes-
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tified you attempted to test by sending to your sales-

men? A. Some we did, yes.

Q. Some you did. Now, I believe you testified

that in 1946 you were short of materials and short

of labor? A. That is right.

Q. In other words, this was not, or was this

an oioportune time to attempt to develop new

products ?

A. It might have been the time to attempt to

develop new products, but it was surely not the time

to market new products.

Q. In fact, in 1946 you were having all you could

do to supply 3^our already existing demands, is that

correct? A. That is correct. [417]

Q. Now, would you state whether or not you at-

tempted to develop new products other than those

suggested by Mr. Farman during the year 1946 ?

A. Frankly, I don't recall, but I doubt if we

would have at that time. We had put on two new

products just prior to the war, we were attempt-

ing to market those to the best of our ability.

Q. You were also attempting to get caught up

with the demand? A. With the demand.

Q. From the customers that you already had?

A. That is correct.

Q. Now, then, going to the agreement of Janu-

ary 15, 1948, would you state when the first discus-

sion resulting in that agreement occurred?

A. It was no doubt in the early part of 1947,

May or June, I would say.

Q. When, sir? A. May or June.

Q. Of 1946 or 1947, sir?
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A. Of 1947, I believe.

Q. Of 1947. Now, was there a lawsuit brought

about April of 1947? A. Yes.

Q. And you know when the first discussion rela-

tive to [418] that particular action took place as

between you and the other stockholders ?

A. As I recall, no one discussed it with me prior

to the time I was served with the summons or papers

in regard to that lawsuit.

Q. Now, when did the executive committee dis-

solve ? A. Early in the spring of 1947.

Q. 1947 or 1946?

A. 1947, I believe, it must have been around

March.

Q. Now, would you state whether or not the

executive committee in your opinion ever worked

smoothly ?

A. I did not feel that it did; consequently, we

dissolved it.

Mr. Hall: Who do you mean by we, Mr. Smith?

The Witness : The Board of Directors of Schalk

Chemical Company.

Q. (By Mr. Gardner) : Now, during 1946 did

you have any discussions mth Mr. Farman or with

the other members of the family, the other stock-

holders, regarding either the purchase of their stock

or the sale of your stock? A. Yes.

Q. In this company? A. Yes.

Q. When did this first discussion take [419]

place?

A. As I recall there were numerous discussions
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along that line. I could not tell you the exact dates

that those discussions took place, but there were

various proposals made, various discussions, the

purpose of which was to eliminate the strife and dis-

harmony in the corporation, in the management.

Q. Did you ever suggest to the other members of

the family that you i3urchase or acquire their stock,

their beneficial interest in the stock?

A. No, I suggested to my mother that she sell the

corporation at one time.

Q. This was in 1946, is that correct, sir?

A. I would seem to think that it was in 1946.

Q. At that time did you have any idea as to

what the corporation might bring if sold ?

A. I felt that it could be sold for close to a half

million dollars.

Q. At that time?

The Court: What do you mean by selling the

corporation ? Are you referring to a sale of all of the

stock of the corporation?

The Witness : All of the stock of the corporation,

yes, sir.

Q. (By Mr. Gardner) : And what did your

mother say to your suggestion?

A. They were not interested in selling the cor-

poration. [420]

Q. Did you suggest to her that she purchase your

stock? A. Yes.

Q. And it was at this time that you entered into

the negotiations which finally resulted in the agree-

ment of January 15, 1948, is that correct, sir?
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A. That agreement came about after the lawsuit

in the spring of 1947.

Q. I see. In other words, you had discussions

even prior to the lawsuit as to the possibility of

selling either your stock or acquiring hers?

A. Yes.

Q. Did you ever talk to her, that is, Mrs. G. I.

Farman, about acquiring her stock?

A. I don't believe I did for the reason I was not

in a position to offer w^hat I thought it was worth.

Q, What did you think the stock was worth in

1946, sir?

A. Well, as I stated before, I felt that the cor-

poration could be sold for somewhere around a half

million dollars. At that time businesses were being-

sold on as much as thirteen times the net profit, and

our record of profits the past years indicated a

good earning power of the corporation.

Q. The name Schalk was well known throughout

the United States at that time, too, wasn't it?

A. Yes, it was.

Q. Would you say it had a valuable [421] good-

will?

A. Very much so, even though we showed the

goodwill and formulas as only $1.00 on our balance

sheet.

Q. You didn't set any price other than $1.00 on

your balance sheet? A. That is right.

Q. But you did give consideration to that in de-

termining the value of the corporation and the value

of the stock? A. Very definitely.
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Q. Now, after the lawsuit in April of 1947, did

you have any discussions with the other members

of the family, the other stockholders, regarding the

sale of your beneficial interest of the stock of the

Schalk Chemical Company? A. Yes, I did.

Q. When did the first discussion take place after

the trial?

A. I don't recall the exact date, Mr. Gardner.

Q. Well, do you recall who was present?

A. I discussed the possibility of an agreement

such as the one we entered into many times with

Mr. Stanley W. Guthrie, together with Mrs. Farman

and I believe Mr. Farman and my two sisters.

Q. Who was going to purchase your beneficial

interest in the stock of the Schalk Chemical Com-

pany? A. My mother and two sisters. [422]

Q. Was there any mention made of the cor-

poration purchasing your beneficial interest in the

stock of the Schalk Chemical Company?

A. Not as I recall.

Q. Was it your understanding that you were

dealing with them on an individual basis?

A. Yes. You see, I was not in a position to

sell my stock interest or my beneficial interest in

the trust, therefore, I was compelled to deal with

the two other beneficial holders of the trust.

Q. And it was your understanding that you were

dealing with them in their individual capacity, is

that correct? A. Yes.

Q. I believe you have already stated this, but

would you state once again for the record, whether
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or not you had any discussions with Mr. Farman,

Mrs. Farman, your two sisters, regarding the cor-

poration purchasing your beneficial interest in the

stock of Schalk Chemical Company?

A. Of the corporation purchasing it?

Q. Yes.

A. I honestly don't recall, Mr. Gardner.

Q. Was it your impression that at all times jon

were dealing with them as individuals?

A. That is right.

Q. Now, how did you receive the amount, I

believe it [423] was, it has been testified to that it

was $25,000.00 that was paid you on January 15,

1948? A. Yes, sir.

Q. How did you receive that money, sir?

A. In the form of a certified check, I believe.

Q. And who gave it to you?

A. Mr. Guthrie.

Q. Mr. Guthrie. Now, you understood this to

be payment of certain moneys from whom?

A. From my mother, Mrs. Farman, and my two

sisters.

Q. And how much were you to get from your

mother ?

A. It wasn't stipulated what her share of that

was to be, as I recall.

Q. In other words, you were selling your bene-

ficial interest in that stock? A. In the trust.

Q. In the Schalk Chemical Company, to your

mother and two sisters? A. Yes.
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Q. Now, in 1950 was there an additional amount

due you? A. Yes.

Q. What was that amount, sir?

A. $20,000.00.

Q. $20,000.00; now, who did you look to for

payment [424] of that $20,000.00?

A. The same parties that paid me the $25,000.00.

Q. Who was that, sir?

A. Mrs. Farman, my mother, and two sisters.

Q. Now, at the time that you made this original

agreement, that is, back in January, January 15 of

1948, just exactly what were you selling for the

$45,000.00?

A. My beneficial interest or stock interest in

the Schalk Chemical Company.

Q. Did you feel that the stock, that is, the shares

of stock had a value of $45,000.00, sir?

A. Yes.

Q. Now, you were also giving up a position,

weren't you? A. Yes.

Q. How much was that position paying you at

that time, sir?

A. $6000.00 a year, I believe.

Q. Was it your understanding that you were

to receive any amount for the loss of the $6000.00

that you would subsequently incur?

Mr. Hall: Pardon me, I didn't get the question.

Mr. Gardner: Let me rephrase it, anyway.

Q. (By Mr. Gardner) : Was it your under-

standing that any portion of the [425] $45,000.00

that you were to receive under the agreement of
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January 15, 1948, was to reimburse you for the

loss of your position and $6000.00 a year for the

next three years ? A. No, it was not.

Q. Did you feel that you could get another job

just about as good as the one you were leaving,

sir?

A. No, I was rather doubtful about that.

Q. Did you feel that you could get a job paying

substantially the same, sir? A. Yes. [426]

Mr. Hall: Your Honor, may I request the priv-

ilege of calling Mr. Olson at this time, because Mr.

Olson is engaged in commitments later today, and

I would like to present his direct examination at

this time.

Mr. Gardner: No objection, your Honor.

The Court : You may do so.

Mr. Hall: Mr. Olson.

MILO V. OLSON
a witness called by and in behalf of the Petitioner,

having been first duly sworn, was examined and

testified as follows:

The Clerk: Would you state your name and

address for the record?

The Witness : Milo V. Olson. 1409 Hillcrest Ave-

nue, Pasadena.

The Clerk : o-n, or e-n ?

The Witness: o-n.
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Direct Examination

By Mr. Hall:

Q. Mr. Olson, are you an attorney at law?

A. Yes, sir.

Q. In 1947 and 1948, were you a partner of the

law firm of Guthrie, Darling and Shattuck?

A. I became a partner, I think it was November

1, 1947. I worked there as an employee from Jan-

uary 1, '47, until November 1, '47. [430]

Q. Are you acquainted with the action filed in

1947 in the Superior Court of the State of Cali-

fornia, for the County of Los Angeles entitled

Evelyn Smith Marlow and Patricia Farman
Smith—or, excuse me—Patricia Farman Baker,

versus Union Bank and Trust Company, Horace

O. Smith, Jr., and other parties?

A. I am familiar with that action.

Q. Did you participate with Mr. Stanley W.
Guthrie in the preparation of the complaint filed

in that action?

A. Yes, with Mr. Guthrie and with other mem-
bers of the firm.

Q. Did you handle the demurrers which were

filed to that complaint?

A. I argued the demurrer.

Q. May I have Petitioner's Exhibit 16?

Mr. Olson, I hand you Petitioner's Exhibit No.

16, and I ask you if you are familiar with that

document ?
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A. You have to pardon me. A¥hat I thought was

a copy of it appears to be a copy, but it is not a

ribbon copy. So, I will have to check.

What I have in mind is this copy, obviously not

made at the same time. This is an exact copy of

what I have here, in my file, and I am certainly

familiar with this Exhibit No. 16.

Q. Did you participate in the negotiations lead-

ing [431] to that agreement? A. Yes, I did.

Q. Who did you deal with in those negotiations ?

A. Well, in my own firm, I dealt, of course,

with Mr. Guthrie, and on the other side, why, it

was Mr. Wackerbarth, the attorney for Mr. Smith.

Q. Do you know Mr. Smith? A. Oh, yes.

Q. Did you deal with Mr. Smith?

A. Well, we had litigation going on; we dealt

to this extent that Mr. Smith was the opposing

party and his attorney was Mr. Wackerbarth, as

I recall. To that extent, we dealt with Mr. Smith,

but only through Mr. Wackerbarth. I think Mr.

Smith was present at certain of our conferences

certainly.

Q. May I have Petitioner's Exhibit 15? It is a

letter.

Mr. Olson, I hand you Petitioner's Exhibit 15;

do you recall that document?

A. I notice this document is dated September

20, 1945.

Q. I am sorry.

A. And I undoubtedly have seen it, but that is
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not one of the documents I reviewed last evening

in getting ready for my testimony today. [432]

Q. I made a mistake. I had the wrong exhibit

number. It is a letter dated

A. To answer your question, I am undoubtedly

familiar with it, but I haven't reviewed it recently.

Q. A letter dated September, '47.

A. September 12, '47. Is that the letter you have

reference to?

Mr. Hall : Excuse me, Exhibit No. 22, your

Honor.

Q. (By Mr. Hall) : Mr. Olson, I hand you

Petitioner's Exhibit No. 22, do you recall that

letter?

A. Yes. I reviewed a copy of this letter which I

have in my file here, my old file. So I do recall

that document. Exhibit 22.

Q. That bears what date?

A. September 12, 1947.

Q. Prior to that date, did you submit any settle-

ment proposals to Mr. Smith or Mr. Wackerbarth?

A. I have here the answer to your question is

yes.

Q. What proposal did you submit?

A. I submitted—I have to take it out, 69 file, a

copy. I don't believe an original, but a copy of the

memorandum which was prepared in somewhat

rough draft for me, which I have here.

I think this was undoubtedly handed either by

me [433] or Mr. Guthrie to Mr. Wackerbarth prior
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to September 12, 1947. This document I have right

here.

Q. Have you reviewed that document?

A. Yes. I looked it over last night.

Q. What is the proposal contained in that docu-

ment?

A. Well, the proposal contained in the document,

basically, was that Schalk Chemical Company would

procure, or be successful in procuring the resig-

nation of Mr. Smith, as a supervisor, and pay him

the sum of $25,000, and it was suggested that that

be paid over the period of five years, and that Mr.

Smith would render some consulting services during

the five years, as consideration, apparent consid-

eration for the $25,000.

Frankly, the $25,000 was being paid to Mr. Smith

and was suggested to be paid to him so he would

resign as supervisor or manager of the Schalk Chem-

ical Company, and the other part of the proposal

which is here in writing, speaks for itself, but the

other part of it was that there would be an option

given to Schalk Chemical Company to buy Mr.

Smith's stock, and I have in mind, as I recall at

that time, there was a problem because I believe

his stock was in trust in some way. I would have

to review that.

But my recollection was that there would be an

option to buy his stock for additional sum of

$20,000.

I believe that is what this thing says. [434]
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Q. And that proposal was submitted to whom,

Mr. Olson?

A. It was submitted to, undoubtedly, and I say

undoubtedly because that is the way we handle it,

to Mr. Wackerbarth on behalf of Mr. Smith. It

was submitted by Mr. Guthrie and me on behalf of

our clients.

We were purporting to represent the Farman

family group to get the Schalk Chemical Company

in control, you might say, of Mr. Farman, and to

eliminate Mr. Smith as supervisor, and this was the

proposal that was submitted in that regard.

Q. Was there any proposal to pay him the

$25,000 in a lump sum*?

A. I think that was also considered.

Q. That was to be paid by whom ?

A. That was to be paid by, as I recall now, that

was to be paid by Schalk Chemical Company, and

we were going to work it out by having the individ-

uals make a loan to the Schalk Chemical Company

so it would have the loan to pay Mr. Smith $25,000.

My notes indicate that.

The Clerk: Petitioner's Exhibit 37 for identi-

fication.

(The document above referred to was marked

Petitioner's Exhibit No. 37 for identifica-

tion.) [435]

Q. (By Mr. Hall) : Mr. Olson, I hand you a

document marked Petitioner's Exhibit 37 for identi-

fication. Is that the memorandum to which you re-

ferred ?
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A. That is the memorandum which I referred

to, as the proposal that was submitted to Mr. Wack-

erbarth as attorney for Mr. Smith.

I don't say—that document was a copy of that

document, obviously, Mr. Hall.

Mr. Hall: I offer this document as Petitioner's

Exhibit 37.

Mr. Gardner: May I ask a few questions on

voir dire, your Honor?

Voir Dire Examination

By Mr. Gardner

:

Q. I note that this document bears no date, sir.

Could you tell me what date this document was pre-

pared ?

A. The fact that it was before, undoubtedly

before we received back the letter dated September

12, 1947, I couldn't tell you whether it was in

September or whether it was in August, but it was

during the year 1947, because I didn't, I didn't start

working on this matter till after January 1.

Pardon me. I wrote one memoranda in my old

office in 1946, but I didn't start working actively

on this matter until after the lawsuit was filed, with

regard to any [436] settlement. The lawsuit

Q. Till after the lawsuit?

A. Till after the lawsuit was filed.

Q. I see.

A. So, it would be between the time the lawsuit

was filed and September 12, 1947.
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Q. That would be between April 28 of 1947?

A. If that is the date the complaint was filed,

yes.

Q. Well, I am not too positive about that. It was

in April, April 14 or 28, I believe, sometime between

that date and September.

A. My guess would be it would be later than that.

It would probably be after the demurrer had been

sustained, to the original complaint. That is when

we really got down to negotiating on this matter,

other phase of the matter, rather than litigating any

further.

Q. I notice, sir, this is in rather rough form.

A. That is what I testified.

Q. Yes, of course. Did you present a copy of this

to Mr. Wackerbarth for his keeping?

A. Yes. That I never want to say positive, be-

cause every time I do, I am quite sure undoubtedly

that is the case, because that was the purpose of

preparing the memorandum.

Q. Did the copy that you gave to Mr. Wacker-

barth contain these same deletions? [437]

A. That I don't doubt. I don't know. That

might have occurred during a conference with Mr.

Wackerbarth. I don't know.

Q. In any event, this was a preliminary step,

as I take it, in your negotiations?

A, This was our proposal, one proposal. I had

other proposals in mind that I suggested to Mr.

Guthrie. This was the proposal we finally submitted

to Mr. Wackerbarth.



388 Schalk Chemical Co., etc., et al., vs.

(Testimony of Milo V. Olson.)

Q. I see.

A. I don't say finally. It is the one we submitted

to him.

Q. It is one of the proposals'?

A. That is right.

Q. That is, that you submitted to him?

A. That is right.

Mr. Gardner: I have no objection to this docu-

ment.

The Court: Admitted.

(The document heretofore marked for identi-

fication Petitioner's Exhibit No. 37 was re-

ceived in evidence.)

The Clerk: Exhibit 37.

The Court: Did you say that the demurrers

were sustained?

The Witness: With leave to amend, so that is

while we are waiting to prepare the amended com-

plaint, that the [438] negotiations got underway.

As I recall, we got extensions of time on that leave.

Direct Examination

(Continued)

By Mr. Hall:

Q. Were any other settlement proposals made

to Mr. Smith, or Mr. Wackerbarth ?

A. Well, I don't know how to answer that. I do

know we got a counter proposal from Mr. Wacker-

barth on behalf of Mr. Smith, and which is your

Exhibit 22 here in e^ddence.
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And then there were further negotiations that

ensued and the result was this agreement which you

showed me, Exhibit 16.

Q. Well, Mr. Olson, did Mr. Smith and Mr.

Wackerbarth refuse all proposals that the corpo-

ration pay Mr. Smith and take an option on his

stock ^ A. Yes.

Q. Was it the intent and desire of the family

at all times that the settlement be effected between

the corporation and Mr. Smith ? A. That was.

Mr. Gardner: If the Court please

The Witness: I assume he is objecting, so I

will wait.

Mr. Gardner: May I object to, as to this witness

testifying as to the intent of the family. He can

state what the family told him, but I think that

that would be [439] assuming something. It is a

conclusion.

The Court: Sustained.

Q. (By Mr. Hall) : Were the settlement pro-

posals discussed with the family?

A. Many times.

Q. What member of the family were they dis-

cussed with, usually"?

A. Well, usually with Mr, Farman, Mrs, Farman
and I know I went out to their home in Sierra

Madre and the whole family were there. I mean, the

daughters and the sons-in-law were there.

Q. What did they state to you with regard to

the manner in which they wished the settlement

to be effected?
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A. I cannot give you exact conversation at this

time. I can give you the substance of what our

conversations were.

Q. Please do.

A. In substance, my instructions were to attempt

to figure out a way where the Schalk Chemical

Company could pay Mr. Smith in the manner in

which was set forth in that exhibit, which just

went into evidence—whatever number you put on

that. That was the basic idea of—I call it my
clients, or really Mr. Guthrie's clients.

And I mean it is expressed as well in there as

I [440] could state it.

Q. You put in considerable study on this matter?

A. Yes, indeed I did.

Q. In your opinion, did the family, as opposed

to Mr. Smith, have any choice as to the manner of

making the settlement?

A. If you state settlement, Mr. Smith would

only settle on the basis which was set forth in the

agreement that was finally executed as was con-

tained ill the memoranda or letter of September 12,

1947.

As I understand, the settlement, your choice is

what the other party is willing, finally willing to

do. I don't know how to answer. The family could

have continued to litigate. They did have that choice,

but we choose to settle.

Mr. Hall: You mav examine.
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Cross-Examination

By Mr. Gardner:

Q. Mr. Olson, I believe you testilied that you

represented the members of the family, the stocL:-

holders, other than Horace Smith?

A. Oh, I don't know how to answer. We repre-

sented the Plaintiff in the case, but we were basically

representing Mr. and Mrs. Farman, and those mem-

bers of the family that were sympathetic to the

—

Mrs. and Mr. Farman, if that answers your ques-

tion, that those are the people we were [441] rep-

resenting.

Q. Did they seek your advice in representing

them ? A. Often.

Q. And did you make a study of the best way,

that is the most advantageous way to them, per-

sonally, and to the corporation'?

A. My study

Q. To A. Pardon me, excuse me.

Q. To obtain the stock of Horace Smith, Jr., as

well as control of the corporation in 1947?

A. The answer is yes.

Q. And did you advise them of the results of

your study, sir?

A. I will answer you this way: I gave the

memoranda giving my opinions to Mr. Giithrie and

then Mr. Guthrie in my presence would advise

them, so it was actually Mr. Guthrie who was speak-

ing, and I was sitting there, participating to this

point where I would answer, yes, sir.
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Q. And this proposal that wc have here, that

was the result of your advice to the stockholders;

wasn't if?

A. You are speaking now of which exhibit,

please *?

Q. The proposal Exhibit No. 37, sir.

A. Yes. That is a result of one part of my advice.

I have another memoranda here, if you are inter-

ested in where [442] I had another idea on the

matter.

Q. The point is that you advised them that this

was the thing to do?

A. Yes, or we wouldn't have submitted it.

Q. Now, did you, sir, continue to represent Mrs.

Farman and the two daughters after the agreement

of January, v/as it 15, 1948?

A. I think I have handled the final negotiations

where we received court orders to put the settle-

ment into effect. I attended the stockholders meet-

ing, I think, where Mr. Farman was elected presi-

dent.

I handled the negotiations on getting the stock

certificates that were issued, and after that phase of

it was completed for all practical purposes, that

is the end of my participation.

Q. I see. A. In the matter.

Q. Now, I believe you, as you state in this docu-

ment, the intent is to have the—that it is your in-

tent in that document, was to have the Schalk Chem-

ical Comany take over this obligation; is that cor-

rect, sir? A. That is right.
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Q. Could you tell me why, sir, that you did not

take steps to have the corporation assume that

obligation immediately on January 15, 1948 ? [443]

A. For the reason that I no longer handled the

corporate—I am supposed to be the trial attorney

in that office, and I got out of the corporate end of it

as quickly as I could, so I had nothing to do with

what the Schalk Chemical Company did legalwise,

or any other way after this settlement agreement

was executed. I got out of the picture and gave no

further advice.

Mr. Darling and Mr. Guthrie were the gentlemen

who handled the corporate phases of our office.

Q. So you don't know why the corporation did

not take steps to assume that obligation at that

time, do you? A. I do not know.

* * *

Mr. Gardner: Mr. Smith, please.

HORACE O. SMITH, JR.

resumed the stand, having been previously duly

sworn, was examined and testified further as fol-

lows :

The Court: Proceed.

Cross-Examination

By Mr. Hall:

Q. Mr. Smith, I believe you testified that you

were employed in 1936 by Schalk Chemical Com-
pany as a salesman ; is that correct ?

A. That is correct.
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Q. How long did you remain in the position of

salesman with Schalk Chemical Company?

A. Even after the time that I was made presi-

dent in 1942, I still had a small territory in which

I serviced, and

Q. Up to the time of your—that you were elected

president, did you devote all your time to being a

salesman ?

A. A good percentage of the time, yes.

Q. Now, when were you elected a director of

Schalk Chemical Company %

A. That I don't recall, the date. The minutes

will show that.

Q. Yes. And you were also subsequently elected

a vice president; is that correct?

A. That is correct.

Q. And during the time that you held those

offices, up until 1942, you devoted most of your time

to selling activities; is that correct?

A. Yes. I would say that was correct for the

simple reason our organization was built around, it

is a sales organization primarily. [445]

Q. Now, prior to working for Schalk, did you

have any business experience? A. No.

Q. Now, how old was Mr. Colyear in 1942, Mr.

Smith, do you know?

A. No, I don't know. He was

Q. What would you estimate?

A. He must have been in his early 60 's.

Q. Was he related to your family in any way?

A. No.
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Q. Was Mr. McGrinnes related to your family in

any way? A. No.

Q. Now, I believe you testified that there was

animosity between the family and Mr. Colyear; is

that correct? A. I believe there was, yes.

Q. And that was prior to what year?

A. It must have developed after he took over

as president and supervisor of the trust.

Q. Do you know what the basis for the animosity

was? A. Frankly, I don't know exactly.

Q. Did it have to do with the management of

Schalk? A. Yes. [446]

Q. Was your mother opposed to Mr. Colyear?

A. Not at first, but she was later.

Q. Well, by later, do you mean a year later ?

A. It must have been a year later. I am not sure.

Q. In other words, the animosity as far as you

know developed in 1931? A. It could have.

Q. Were there objections by any member of the

family to the manner in which Mr. Colyear was

managing the corporation?

A. At what time, Mr. Hall?

Q. Well, during the time that he was supervisor

and trustee? A. Yes.

Q. And was that the commencement of his taking

over? A. That I don't recall, frankly.

Q. What objections do you recall?

A. That is rather difficult to answer, Mr. Hall.

Q. You have no recollection?

A. Well, there were a number of objections. 1



396 Schalk Chemical Co., etc., et al., vs.

(Testimony of Horace O. Smith, Jr.) t

think the main objection was that he held close

control of the corporation.

Q. Did he permit the family any say in the

business at all?

A. I don't believe he did. [447]

Q. Now, Mr. Smith, you took over as president

in 1942. I believe you testified that when you took

over you continued Mr. Colyear's policies; is that

correct? A. That is pretty correct, yes.

Q. I think you qualified that and said with some

deviation ? A. Yes.

Q. Yes. Well, what deviations did you have in

mind?

A. I think perhaps I was a little more interested

in developing new products.

Q. You were closer to the company?

A. Closer to the company, I believe, than Mr.

Colyear was for that reason.

Q. Well now, Mr. Smith, don't you think the

family expected you to do something different than

follow Mr. Colyear's policies?

A. Yes, I believe they did.

Q. But you continued his policies except that

you were closer to the picture; is that correct?

A. That is correct.

Q. Now, I believe you testified that evidently

Mr. Colyear was grooming you to be president; is

that your testimony? A. Yes.

Q. Well, you were named as supervisor in the

trust, [448] were you not? A. Yes.
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Q. And when you succeeded to the office of

supervisor, you had full control?

A. That is correct.

Q. Was it necessary for anybody to groom you

for the office that was your right, was it not ?

A. Under the trust indenture that was my right,

providing I was willing and able.

Q. Does it provide in the trust, in the declara-

tion of the trust, that you can resign as supervisor

of the trust? A. I believe it does.

Q. Now, you testified that w^hen you took over

major decisions were discussed with Mr. Colyear.

Now, you took over in 1942, Mr. Smith, at the time

you took over, was Mr. Colyear in good health?

A. Fair health for a man of his age, I believe.

Q. He died short time later, did he not?

A. I think it was in '43 or '44. I am not sure.

Q. Do you know what he died of?

A. No. I believe it was a heart condition.

Q. Could it have been cancer?

A. That I don't know.

Q. Well now, you took over in September, 1942

as [449] president, as I recall.

A. Yes. But not as supervisor.

Q. Not as supervisor. What major decisions did

you make in 1942 after you took over, that you dis-

cussed with Mr. Colyear?

A. Gee, I really cannot tell you that, because I

don't recall.

Q. Do you have a recollection that there were

any?
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A. There must have been some, and several.

Q. In what regard?

A. In general management of the business.

Q. Well, do you have any illustration of what

you mean by general management of the business?

A. That was several years ago, Mr. Hall, and it

would be rather difficult to testify.

Q. I appreciate that, Mr. Smith.

Where would you discuss these matters with Mr.

Colyear ?

A. Either at Mr. Colyear 's office, or in Mr.

Wackerbarth's office.

Q. Now, Mr. Smith, do you know of your own

personal knowledge that Mr. Farman asked Mr.

Colyear for a job at any time ; that is, of your own

personal knowledge ?

A. No, I don't believe I can say that, as I was

not [450] a witness to anything of that nature.

Q. I believe you testified yesterday that you

thought that had occurred?

A. I was informed of that. Now, that is only

hearsay.

Q. But you have no personal knowledge of that?

A. No.

Q. Do you have—strike that.

Now, from your observation, who did Mr. Colyear

rely on to manage Schalk Chemical Company?

A. Prior to what time?

Q. Prior to the time you became president, Mr.

Smith? A. Mr. Lieben.
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Q. That was from 1930 to 1942. I will reframe

that question, it is not a fair question.

From the time that Mr.—after Mr. Williams left

—I am not sure when that was—but after Mr. Wil-

liams left, up to the time in 1942, did Mr. Colyear

rely principally on Mr. Lieben to manage the busi-

ness? A. Yes, yes.

Q. And subsequent to 1942, you also relied on

Mr. Lieben, is that correct?

A. That is correct.

Q. Now, was Lieben actually general manager

of Schalk Chemical Company prior to 1944? [451]

A. He acted as general manager ; whether or not

the board appointed him as general manager, I do

not recall.

Q. Yes. Well, the minutes show that he was ap-

pointed general manager in 1944. You testified

somewhat at length yesterday about Mr. Lieben and

his management of the company.

Did you mean that Mr. Lieben was manager of the

Los Angeles office?

A. Manager of the Los Angeles office, and since

the Los Angeles office was the home office, where

the general books, ledgers were kept, he was also in

charge of those.

Q. But Mr. Fulmer was directly responsible to

Mr. Colyear; is that correct?

A. And Mr. Lieben, I believe, to some extent,

he was.

Q. You testified yesterday that Mr. Fulmer was

directly responsible to Mr. Colyear?
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A. I think he was; I think he was.

Q. In other words, the eastern division of

Schalk and the western division was managed

separately, were they not?

A. As far as sales were concerned only.

Q. Well, most of the manufacturing was, or

formulation and production was done in Chicago,

was it not? [452]

A. Two-thirds, yes, aj)proximately.

Q. Two-thirds? A. Yes.

Q. Now, you relied on Mr. Lieben to advise you

to a great extent, after you took over; is that cor-

rect? A. That is correct.

Q. Now, were you and Mr. Lieben always in

accord on whether proposals for products were good

or bad? A. No.

Q. Now, did Mr. Fulmer object to Mr. Lieben 's

appointment as general manager in 1944?

A. I do not know whether he was or not.

Q. Do you know if Mr. Lieben ever went to the

Chicago office of Schalk Chemical?

A. Many times.

Q. And when was that?

A. I couldn't tell you the dates, Mr. Hall, but

he was back there at least once a year.

Q. Was that up to the time that you took over?

A. No, prior to that, and also after the time I

took over.

Q. Well, after the time that you assumed con-

trol, do you recall the occasion when he was back

there in Chicago?
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A. He would be back there when we would have

our annual sales meetings. [453]

Q. And were you there at the same time ?

A. Yes.

Q. And was there any antagonism between Mr.

Fulmer and Mr. Lieben at that time?

A. Not to my knowledge.

Q. When did you first become acquainted with

Gerald I. Farman?

A. It must have been in 1928. I am not sure on

the date, however, may have been prior to that.

Q. Do you recall when your sisters first desig-

nated Mr. Farman to be a director of Schalk?

A. No, I do not.

Q. Well, the minutes reflect, Mr. Smith, that it

was in 1944. Was there some controversy going on

at that time between the family and you?

A. Yes, there was.

Q. Now, as part of one attempt to overcome that

dispute, was Mr. Farman elected a director?

A. Ultimately he was. I don't know the exact

date that that took place. The minutes will show.

Q. Was it in connection with the attempt to

settle the dispute that he was elected a director?

A. I believe it was, yes.

Q. Who did he replace as a director, Mr. Smith ?

A. I don't recall, frankly. [454]

Q. Did he replace Mr. Lieben?

A. It is a possibility. I would have to look over

the minutes to find out.
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Q. Yes. Was Mr. Farman also elected an officer

of Schalk? A. Yes.

Q. And what office did he hold?

A. I think he was elected as vice president.

Q. And he held that office in 1946; is that cor-

rect? A. I believe so.

Q. What functions did Mr. Farman perform in

the management of Schalk in 1945 and '46?

A. I believe the principal function was to ex-

pedite materials, raw materials and so forth.

Q. In other words, to procure t

A. Procure raw materials.

Q. Raw materials and supplies, that were short

at that time? A. Yes.

Q. You say the prime function ; were there other

functions ?

A. Oh, there must have been other functions

that he performed, yes.

Q. Well, did he do anything with regard to

modernizing equipment? [455]

A. I believe it is my recollection that he ordered

a piece of fully automatic equipment for the Chicago

plant.

Q. Did he participate in the purchase of some

semi-automatic equipment ?

A. He might have.

Q. Did Mr. Farman have anything to do with

changing the style of packaging of Schalk products,

in that year? A. Yes.

Q. What was done with regard to packaging of

Schalk products in that year?
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A. I am not sure whether it was in 1946 or not,

but we were all aware of the fact that modernization

of the packages were desirable, and they were dis-

cussed in general sales meetings.

Q. Could you describe briefly what was done

with regard to changing the packaging'? Was it to

make the color uniform or something along that

line ?

A. That was one of the objects to keep a common

identity for all the Schalk products.

Q. Was that Mr. Farman's suggestion?

A. It may have been.

Q. Now, Mr. Lieben, I believe you said was

antagonistic to Mr. Farman; is that correct?

A. I don't recall whether or not I worded it

that way.

Q. Well, he objected to Mr. Farman coming

with the [456] company, Mr. Lieben objected?

A. I believe he did.

Q. Did Mr. Lieben also object to your mother's

participation in the business?

A. Not as I recall.

Q. Were there any discussions between your

mother and Mr. Lieben about the management of

the business? A. Undoubtedly there were.

Q. And were you present, Mr. Smith, on some

of the occasions? A. Some of the occasions.

Q. And were those discussions friendly discus-

sions between your mother and Mr. Lieben?

A. To my recollection they were.
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Q. Was your mother at any time opposed to Mr.

Lieben ?

A. I think she was opposed to Mr. Lieben from

the very beginning.

Q. I see. Now, Mr. Lieben was displaced as a

director when the executive committee was imple-

mented; is that correct?

A. I am not sure. I would have to refresh my
memory by looking at the minutes.

Q. Yes. Well, assume it to be true. Thereafter,

did Mr. Lieben remain general manager of Schalk?

A. Yes. [457]

Q. Now, the executive committee was set up in

September, 1945, so from that date until what date

was Mr. Lieben a general manager of Schalk?

A. I could not tell you the exact date.

Q. Well, was he general manager up until the

time that you resigned as supervisor and president

of Schalk? A. As I recall he Avas.

Q. And this, Mr. Smith, was notwithstanding

the objections of Mr. and Mrs. Farman to his being

general manager; is that correct?

A. That is correct.

Q. Now, with regard to products, during the

years 1942 to 1946, what product development pro-

gram did you have; by you, I mean did Schalk

Chemical Company have under your control?

A. AVe were always seeking new products that

were, would fit into the Schalk line and could be

marketed by the Schalk Chemical Company.
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Q. Well, did you have any products that were

being developed in those years'?

A. What were the years now?

Q. 1942 to 1946.

A. '46. Well, we put, I believe, two products out

during" that period.

Q. Well, are 3^ou referring to plaster pen-

cil? [458] A. That is one, yes.

Q. Yes. Now, prior to 1946, was plaster pencil

something that you were developing, Mr. Smith?

A. No, it was not.

Q. Who suggested plaster pencil?

A. I think Mr. Farman did.

Q. And the other one was spot remover, I be-

lieve; is that correct? A. Correct.

Q. That was put out by Schalk, I believe, in

1947? A. Yes.

Q. Prior to 1946, was that being developed by

you or your management?

A. It had been discussed in various sales meet-

ings prior to that time.

Q. By sales meetings prior to that time, do you

mean a meeting at the Biltmore Hotel in November

and Deceml)er, 1945?

A. No. It had been discussed by meetings sev-

eral years prior to that.

Q. Yes. What was done following those meetings

with regard to that product?

A. Nothing was done to the product for one rea-

son, was that the war was going at that time, and

it vs^as a little difficult to obtain new cans under
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Grovernment allocation, [459] which would have been

required for spot remover, and raw materials as

well.

Q. I believe you testified yesterday that during

the war j^eriod and including 1946, it was opportune

to consider a development program?

A. That is correct.

Q. But you had none ? A. That is correct.

Q. And as I understand it, you were stisfied to

promote the two products which I believe you say

were added prior to the war, just prior to the war?

A. I did not say that I was satisfied. I said we

were forced to be, we were forced to be content

vdth the situation because lack of raw material.

Q. And those two products were crack filler,

which Schalk put on the market in 1937, and wood

putty which Schalk put on the market in 1940; is

that correct? A. That is correct.

The Court: Mr. Smith, I have before me the

various minutes of the executive committee that

were introduced as Exhibit 32, and the last sheet

purports to refer to a meeting of the executive com-

mittee on July 31, 1946. The last paragraph of

those, of that sheet states that Mr. Smith expressed

his disfavor to adding a cement waterproof paint

to the Schalk line, and voted against any further

products [460] being added to the Schalk line until

we complete the marketing of a paint and varnish

remover, liquid Savabrush, spot remover, and P-Tile

Cement.

Now, that suggests to me that they were then
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under consideration, the introduction of four new

products, namely, paint and varnish remover, liquid

Savabrush, and spot remover, and a tile cement.

Was there then in progress the development of

those four new products, in July of 1946?

The Witness: There could have been. When you

say progress, your Honor, the preparation of pre-

paring labels and cans and formulations

The Court: And on April 2, 1946, there appears

to be minutes of a meeting which states that G. I.

Farman presented a plan of purchase and—I am
summarizing—a secret formula for a paint and

varnish remoA^er, a plan said to have been negotiated

by Mr. Farman, and then at the end of these min-

utes, it is recorded that it was unanimously voted

to purchase the formulas suggested.

Since you were a member of the executive com-

mittee, I take it you voted for the purchase of that

formula '?

The Witness: I don't recall it, your Honor; I

could have.

The Court: Well, what I am trying to find out

is [461] whether you, in fact, were not cooperating,

that is, whether you were in fact cooperating in the

development of these new products that did ulti-

mately emerge?

The Witness: I have.

The Court: This would suggest to me that you

were cooperating and if you were not, I would like

to have your comments.

The Witness: I, as I testified earlier, your
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Honor, the whole purpose of the organization was

to develop more products. We realized at that time,

or at the time I became president, that the survival

of our business was growth and it was necessary to

develop more products.

Now, I have records that show that way back

before the war the company was anticipating and

attempting to develop a paint and varnish remover.

These records are in the form of minutes of sales

meetings, general sales meetings in Chicago.

The war came along and precluded that we get

into that type of business at that time, simply be-

cause we could not get the necessary materials.

Mr. Hall: May I ask some questions about that,

your Honor?

Q. (By Mr. Hall): Well, Mr. Smith, isn't it

true that either towards the end of 1945 or in 1946,

you agreed that Schalk [462] would put out a paint

and varnish remover ; did you agree to that ?

A. I don't recall as I say.

Q. Were you in favor of it at some time ?

A. Yes.

Q. Yes. Did you later say no, we are not going

to put it out?

A. I don't recall, Mr. Hall.

Q. Is it possible that you said that?

A. It could have been possible.

Q. Now, liquid Savabrush, who suggested liquid

Savabrush, do you recall? A. I don't know.

Q. Could it have been Mrs. Farman?

A. It could have been.
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Q. Yes. Did you agree at one time that that

product should be marketed by Schalk?

A. I don't recall.

Q. Well, in 1946, Mr. Smith, did Schalk have

any liquid products'? A. None at all.

Q. Were you concerned with the problems of

putting out liquid products?

A. I don't believe that I considered it as a major

obstacle. [463]

Q. Well, did you agree at one time to put out

liquid Savabrush?

A. That I don't remember.

Q. Could you have agreed?

A. I could have, yes.

Q. Yes. And thereafter, could you have refused

to put it out in the years '46 and '47 ?

A. I don't recall. I could have.

Q. Now, Peter Putter Tile Cement. I believe that

is Peter Putter. A. Plaster pencil.

Q. Or plaster pencil.

A. Peter Putter's Tile Cement, yes.

Q. Peter Putter's Tile Cement that was even-

tually put on the market by Schalk Chemical Com-

pany, I believe; is that correct?

A. That is correct.

Q. And that was in 1948, after you resigned?

A. I don't know; I don't recall.

Q. But it was after you resigned; is that correct?

A. I believe that we had a tile cement before I

resigned.

Q. Well, what tile cement was that, Mr. Smith?
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A. That was a dry type of material.

Q. Did you have a formula for that ? [464]

A. What do you mean by a formula?

Q. Well, had you acquired a formula for that

product f

A. No. At the time we were buying the ingredi-

ents ready mix from another concern, mix from

another concern, I believe.

Q. Was the product put on the market by Schalk

that was tile cement prior to 1948?

A. I am not sure, but I believe there was. I am
not positive.

Q. Well, if I show you the price list in 1947, can

you tell me ? A. Yes.

Mr. Hall: It is not the red one, it is the white

one.

Q. (By Mr. Hall) : Now, I show you, Mr.

Smith, or I will hand to .vou, Mr. Smith, Petition-

er's Exhibit 13, which is a price list dated Novem-

ber 1, 1947. Is there a tile cement on that?

A. No, there is not.

Q. Depicted on that list, there is not?

A. No.

Q. Would you assume from that, because of the

date it bears, that there was no tile cement?

A. I would assume from that, yes.

Q. Yes, Now, is the tile cement product that

Schalk eventually put out, the type of product that

you were [465] describing?

A. Yes. I think the groundw^ork had been done
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on it, evidently, and it was not listed in this par-

ticular dealer price sheet.

Q. And at the end of 1947, did Schalk Chemical

Company have—had it acquired the formula for

that product, tile cement?

A. The formula was a material that was, as I

recall, made b}^ the Continental Chemical Company

in Los Angeles.

Q. Yes. Now, had you acquired the formula from

Continental Chemical Company'?

A. No. We purchased the ready mix material,

the package.

Q. Well did you put the product on the market

in 1947?

A. I don't recall, Mr. Hall. I think the records

should show that clearly.

Mr. Hall: Your Honor, may I have the Exhibit

33?

The Court: What is it?

Mr. Hall: It is the notes of the Biltmore Hotel

meeting.

Q. (By Mr. Hall) : Now, in the executive com-

mittee meeting that the Court referred to, also, there

is a reference to spot remover. Spot remover was

put out by Schalk Chemical Company [466] in 1947

;

is that correct ? A. As I recall, yes.

Q. Yes. Now, Mr. Smith, I show you Petitioner's

Exhibit 33. I ask you if you attended a general sales

meeting at the Biltmore Hotel, held on November

26, 27, 28, 29, 30 and December 3, 1945?

A. Yes.
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Q. Now, on the first page of that exhibit, it

states it was decided to market the following

products: The first product is plaster pencil, which

we have already discussed, and the second product

was spot remover, which we have already discussed.

Now, there was a liquid paint brush cleaner?

A. Yes.

Q. Now, did you agree that that product should

be produced by Schalk Chemical Company?

A. I believe so
;
yes, sir.

Q. Did you implement the production, did you

start the development of that product, Mr. Smith?

A. No, I don't believe I did.

Q. Now, how about the next one, which is

described as all in one household cleaner. Did you

agree that Schalk should produce that, market, or

Schalk should market that product?

A. Apparently so, from these records here. [467]

Q. Did you do anything to implement that

agreement? A. Not that I recall.

Q. And the next item is a varnish remover and

that is what we have discussed before; is that cor-

rect, the paint and varnish remover ? A. Yes.

Q. Which you did nothing to implement?

A. That is right.

* * *

Q. (By Mr. Hall): Mr. Smith, the executive

committee, as I recall your testimony, did not solve

the situation because of lack of harmony; is that

correct? A. I believe so.

Q. That was lack of harmony between you on
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the one hand, and Mr. and Mrs. Farman on the other

hand; is that correct '^ A. Yes.

Q. Mr. Smith, do you recall a meeting between

you [468] and your wife, Mr. and Mrs, Marlow, Mr.

and Mrs. Baker, in December, 1945?

A. Very vaguely.

Q. Yes. I believe it was on a Sunday and at the

home place "? A. It could have been.

Q. Was the tentative arrangement different than

the executive committee suggested at that time?

A. I do not recall.

Q. Was it discussed at that meeting that you

would have an eight year contract of employment

with the company?

A. I don't recall the details, if there were any.

Q. Do you recall that that type of arrangement

was ever discussed ? A. I think there was, yes.

Q. And do you recall that the supervision of the

trust was proposed to be transferred to your

mother ?

A. I don't recall those details, frankly.

Q. Now, Mr. Smith, I refer you to Respondent's

Exhibit J, which is volume 4 of the minute books of

Schalk Chemical Company, and a letter dated De-

cember 9, 1946, addressed to you from Mr. Rausch.

Do you recall that letter? That is the letter that

is inserted at page 283 of Respondent's Exhibit J.

A. Yes, I recall this letter. [469]

Q. Yes. Well, at the meeting that commences,

the minutes of which are on page 283, there, Mr.
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Smith, were you in favor of declaring an extraor-

dinary dividend at that time %

A. In line with Mr. Kausch's letter, apparently

I was.

Q. Did you recommend it to the board?

A. That I don't know. I haven't read the

minutes.

Q. Now, if you will turn to page 284, towards

the bottom you will note that it states the secretary

thereupon announced that in view of the contro-

versy which had arisen, it seemed best to hold said

meeting—meaning the shareholders meeting—on a

particular date for the purpose of electing—it says

shareholders. I believe it means, it is supposed to be

directors. A. Shareholders.

Q. What controversy was that, Mr. Smith; do

you recall? A. No, I don't.

Q. Well, do you know who was at the meeting

at which the extraordinary dividend was declared?

A. Mr, Henry J. Rausch, Mrs. Farman and Mr.

Farman, and Mr. Wackerbarth, as I recall.

Q. Was Mr. and Mrs. Marlow also there?

A. I don't recall if they were at that meeting

or [470] not.

Q. Was Mr. or Mrs. Baker there?

A. I don't recall that, no. Evidently Mr. Guthrie

was there and Mrs. Marlow, Mr. Marlow and Mr.

and Mrs. Baker.

Q. Now, that is the first occasion that I have

seen in these minutes when the whole family was

present, Mr. Smith. A. Yes.

I
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Q. According to the minutes. Now, why were

the family present on that date?

A. That I don't recall.

Q. Was there opposition to the dividend?

A. That I don't recall either.

Q. Is it possible that there was opposition?

A. There could have been, yes.

Q. Do you know of any other reason for the

family being present? A. I don't believe I do.

Mr. Hall: Your Honor, ma}^ I have Petitioner's

Exhibit 16 and Petitioner's Exhibit 22, and I hope

I have the right ones this time.

Q. (By Mr. Hall) : Mr. Smith, I believe it was

your testimony yesterday that you recalled no pro-

posal under which the corporation would pay you

any part of the moneys that were [471] eventually

paid to you; is that your testimony?

A. I am not sure. I don't recall, Mr. Hall. That

was 12 years ago.

Q. Yes. Well, I hand you Petitioner's Exhibit

22, which is a letter dated September 12, 1947, ad-

dressed to Guthrie, Darling and Shattuck, attention

Mr. Olson. A. Yes.

Q. Does that letter bear your signature?

A. Yes.

Q. Now, referring to the first paragraph, it

states, *'I have studied the plan proposed by you

for a settlement of the controversy between Hazel

I. Farman, Evelyn Marlow, Patricia Baker and my-

self," and would you read the next paragraph to

yourself ?



416 Schalk Chemical Co., etc., et al., vs.

(Testimony of Horace O. Smith, Jr.)

Does that refresh your recollection ?

A. Yes, it does.

Q. Apparently there was a proposal made that

Schalk Chemical Company in some form pay you the

money that you eventually got; is that correct?

A. That is correct, I believe.

Q. Now, are you familiar with this letter; have

you read a copy of it recently?

A. No, I haven't, no.

Q. Would you read the letter in full, please?

A. Okay. [472]

Q. Now, is your memory refreshed as to the con-

tents of the letter? A. Yes.

Q. I believe your testimony was yesterday that

the $45,000 that you eventually received was for the

l^urchase of your beneficial interests in the trust;

is that correct? A. Yes.

Q. Now, this letter refers first to the payment

of a sum of $25,000 in cash ? A. Correct.

Q. Is that correct ? A. Correct.

Q. And what was that to be paid for?

A. For, partially for the beneficial interest in

the trust.

Q. Well now, I draw your attention, Mr. Smith,

to the language commencing at the bottom of page

one of the letter, which is Petitioner's Exhibit 22, it

says, "in consideration of the foregoing, I am to re-

ceive the sum of $25,000 in cash, certain releases,

and a dismissal of the Marlow case."

Now, by the "foregoing," this letter immediately

prior to that, you, in the letter state, "I will deliver
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to you— " that is to Mr. Olson— "resignations of

Mr. Rausch, Mr. Wackerbarth and Mr. Smith, as

members of the board of [473] directors of Schalk,

and resignation of Smith as supervisor of the

trust."

Now, is that what the $25,000 was for, was that

your intent?

A. Not necessarily the intent. The purpose of the

$25,000, as I understood it, was to apply on the pur-

chase of my beneficial interest in the trust.

Q. Well, on page 2 of the letter you state, "in

addition to the foregoing, I will grant your clients

an option to buy all stock owned by me in the

Schalk Chemical Company, on December 29, 1950,

at the price of $2 per share, less any dividends paid

thereon between now and said date; said option to

expire July 1, 1951."

Now, your beneficial interest in the trust was

one-sixth, was it not, Mr. Smith? A. Yes.

Q. And that was an offer from your standpoint

to give an option to purchase that one-sixth interest

;

is that correct? A. Yes.

Q. And that was your offer was it, $2 a share,

or a total of approximately $32,000, wasn't it, for

the stock interest; is that correct? A. Yes.

Q. And that is a total aggregate, the two of

them [474] put together of $57,000; is that correct?

A. Yes.

Q, In this letter, the two matters are eompletBly

segregated, are they not?

A. It would appear that way, yes.
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Q. And, but for the declaration of trust, you

would not have been president necessarily, is that

correct, Mr. Smith?

A. I believe that is correct, yes.

Q. And by reason of your being supervisor of

the trust, that you held control of the company?

A. That is right.

Q. And this letter states, does it not, that you

would give up that control for $25,000 in cash?

A. Yes, it does state that.

Q. I hand you Petitioner's Exhibit 16. Are you

familiar with that agreement of January 15, 1948,

Mr. Smith?

A. Yes, I am familiar with it.

Q. Have you read that agreement thoroughly,

or are you familiar with it ?

A.. I haven't read it for some time.

Q. Did you read it at the time you signed it ?

A. Yes.

Q. Did you understand the terms of it at that

time? A. Yes. [475]

Q. Now, under this agreement, you were paid

$25,000 on January 15, 1948; is that correct?

A. That is correct, yes.

Q. Mr. Smith, I refer you to page 5 of Pe-

titioner's Exhibit 16, and the language on page 5

that states:

"In the event that second parties, second parties

being the family, their heirs, successors, or assigns

shall fail, neglect or refuse to pay the balance of the

purchase price as herein provided, the first parties
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shall be released
—

''first parties being yourself
—

"

shall be released from any and all obligation to sell,

transfer, convey, or assign the property herein

described, and second parties, their heirs, successors

and assigns, shall be released of any and all obliga-

tions to purchase said property, or to pay to first

party any additional moneys hereunder."

Did you understand that paragraph?

A. Yes, I did.

Q. What does it mean?

A. Simply that if they refused to, should refuse

to pay the balance of $20,000, they would be, the

second parties would be

Q. Released, isn't that correct?

A. Released from any obligation.

Q. In other words, they did not have to pay the

$20,000; [476] is that correct?

A. That is correct.

Q. Were you concerned whether they would?

A. To some extent, yes.

Q. Well, to what extent, Mr. Smith?

A. To this extent, that I wanted to get the full

moneys that were agreed upon out and be free of

any connection with the corporation.

Q. Well, if they had not paid you the $20,000,

then you would have remained the stockholder; is

that correct? A. Yes.

Q. And you would have retained the $25,000?

A. Yes.

Q. Yes. Now, was not the $25,000 then to get

you out of control, the same as you expressed in



420 Schalk Chemical Co., etc., et al., vs.

(Testimony of Horace O. Smith, Jr.)

your letter? A. It could have been, yes.

Q. Now, referring to the same page

A. Matter of interpretation.

Q. Page 5 of Petitioner's Exhibit 5, it states

specifically "this agreement ma}^ be assigned by

second parties, their heirs, successors, and assigns, at

any time during the term hereof."

Did you understand that provision ; do you know

why that provision was inserted? [477]

A. That in the event of death of my mother or

either one of my sisters, they could assign their

rights to this document to them.

Q. Was not that provision put in there, Mr.

Smith, so that it could be assigned to the corpora-

tion? A. That I don't know, Mr. Hall.

Q. Would you say it was not discussed?

A. Not to my knowledge.

Q. Now, I believe you stated that you received

a certified check for the $25,000.

A. That is my recollection.

Q. Do you recall the circumstances of why that

was a certified check? It was a check on the law

firm of Guthrie, Darling and Shattuck, was it not?

A. That I don't recall.

Q. You don't recall the circumstances?

A. No. It could have been on the law firm of

Guthrie, Darling and Shattauck.

Q. Did you require that the check be certified?

A. Not as I remember.

Q. Not as you remember. Now, with regard to

these two exhi])its again, that is Petitioner's Exhibit
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22 and Petitioner's Exhibit 16, who advised you to

have the moneys hmiped in one figure, rather than

separately as stated in Petitioner's Exhibit [478]

22 ? A. I believe it was Mr. Wackerbarth.

Q. What was his advice, Mr. Smith?

A. His advice was that since I had only a bene-

ficial interest in the trust, I had no legal right to

sell or assign my stock, which was held by the trust.

Q. Were the figures put together into one ag-

gregate figure for your personal tax reasons'?

A. Not necessarily.

Q. Was that part of the advice?

A. That I don't recall.

Q. You have no recollection on that?

A. I don't recall the details.

Q. I understand you reported the $25,000 and

the ultimate $20,000 as a capital asset sale transac-

tion; is that correct? A. Yes, yes.

Mr. Hall: No further questions at this time.

Mr. Gardner: Just two or three questions, Mr.

Smith.

Redirect Examination

By Mr. Gardner:

Q. Referring to Exhibit 22, in which you appar-

ently send a proposal to Mr. Olson, the figures set

out in that exhibit are $25,000 and $20,000, or in

some such breakdown; are they not?

A. Yes. [479]- ^
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Q. AYhat is the breakdown ? A. 25 and 20.

Q. 25 and 20. Now, in your mind, that is your

own mind

A. Pardon. Correct. $2 a share for it, less any

dividend paid for my stock in the trust.

Q. Now, in your mind, when you sent that pro-

posal, did you—would you state whether or not it

was your intention to contain the entire amount in

return for your entire beneficial interest in the

trust? A. That was my understanding.

Q. The breakdown was merely to make it

clearer; is that right?

A. And to make it possible for them to enter

into this agreement.

Mr. Gardner: No further questions.

Mr. Hall: May I have that, Mr. Gardner.

Recross-Examination

By Mr. Hall:

Q. But the intent that you have just stated, Mr.

Smith, is directly opposite to what is set forth in

this letter, is it not? A. No, I don't believe so.

Q. Well now, I point out again that in considera-

tion of certain things you were to receive $25,-

000. [480]

A. Yes, on the payment of that I was naturally

compelled to offer them my resignation, together

with the resignation of Mr. Wackerbarth.
* * *

Mr. Gardner: Call Mr. Wackerbarth. [481]
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HENRY O. WACKERBARTH
a witness called by and in behalf of the Respondent,

having been first duly sworn, was examined and

testified as follows:

Mr. Hall: May Mr. Farman be excused, if he

wishes to go?

Mr. Gardner: I have no further questions of

him.

The Court: He may.

The Clerk: Be seated, please.

Would you state your name and address for the

record, sir?

The Witness : Henry 0. Wackerbarth. 326 West

Third, Los Angeles, California. That is my office

address.

Direct Examination

By Mr. Gardner:

Q. Mr. Wackerbarth, what is your occupation,

sir .^ A. I am an attorney.

Q. How long have you been an attorney?

A. Since 1913.

Q. Since 1913? A. Yes.

Q. Do you know, or did you know Mr. Colyear?

A. Yes, sir.

Q. Would you state what your relationship w^as

with Mr. Colyear, and when you first met him, sir ?

A. My relationship with Mr. Colyear was as his

attoi'ney. [482] I met him many, many years before

1913. The Colyear family and our family were

friends many years back before that.
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Q. I see, sir. How long did 3'0ii represent Mr.

Golyear as an attorney"?

A. Since 1913, up to the date of his death, Au-

gust 11, 1943.

Q. And during that time, did you have any oc-

casion to represent Mr. Golyear in connection with

the Schalk Chemical Company ? A. I did.

Q. Would you state, sir, your first relationship

with that company ?

A. With the company would be when I became

secretary of the company.

Q. When was that, sir'?

A. It must have been 1931, the exact date I can-

not say.

Q. 1931? A. I think that is 1931.

Q. Were you instrumental in drawing up a trust

arrangement providing for the control of that com-

pany ?

A. I did not draw the trust. Frank Thomas, who

was the attorney for Frank McGinnis, drew the

trust.

Q. I see. But then you became associated with the

company [483] as a secretary, did you say?

A. As the secretary of the company when Mr.

Golyear went in control of it.

Q. When he took over as supervisor of the trust?

A. That is right. I went in as secretary at that

time.

Q. You went in as secretary at that time?

A. Yes, sir.
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Q. And how long did you remain as secretary of

Schalk Chemical Company?

A. Until 1948, I think the minutes are, when the

agreement was entered into, which has been referred

to here as, I think, January 15, 1948, that was about

the time that I

Q. I see. Now, dimng the early years, that is

1931 up to say 1942, as secretary of Schalk, did you

discuss the corporate business with Mr. Colyear"?

A. Oh, yes, many times.

Q. Man}^ times?

A. Oh, yes. We held the meetings at my office.

Q. Now, during the period say 1931 to 1935, did

you have any discussions with Mr. Colyear, as secre-

tary of the corporation, regarding the possible em-

ployment of Mr. Farman? A. I did.

Q. And what was the result of those discussions,

sir? [484]

A. Mr. Colyear stated to me that he would not

under any circumstances permit Mr. Farman to

come into the company.

Q. What was his reason, sir?

Mr. Hall: I object, your Honor, on the ground

that it is hearsay, the reasons of Mr. Colyear, un-

fortunately he is deceased, and I do not have the op-

portunity to cross-examine him on his opinion as to

Mr. Farman.

The Court: Sustained.

Mr. Gardner: If the Court please, this is—be is

speaking now in his corporate capacity, rather than

any individual. This is the result of the corporate
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discussion regarding the employment of Mr. Far-

man.

A corporation is represented by its officers and

they are now talking; I think it takes it out of the

realm of hearsay, your Honor.

The Court: I will adhere to my ruling.

Mr. Gardner: All right.

Q. (By Mr. Gardner) : Do you know whether

or not Mr. Farman attempted to gain employment

with the corporation during the period 1931 to '36,

sir?

Mr. Hall : Of your own knowledge.

The Witness : Only the discussions in which Mrs.

Farman had stated that she wanted him in the com-

pany, [485] brought into the company. That was all

that I heard, and that was at meetings of the share-

holders there, and that was early in the history of

Mr. Colyear's management of the company.

Mr. Gardner: I see, sir.

Q. (By Mr. Gardner) : Were subsequent re-

quests made to put Mr. Farman into the company,

do you know?

A. Well, no. I think the matter was dropped,

because Mr. Colyear to do it, refused to permit him

to come into the company. It was then dropped and

that was the time that a breach then developed be-

tween Mrs. Farman and Mrs. Smith, at that time,

and Mr. Colyear, because he wouldn't bring her into

the company.

Up to that point of time, Mr. Colyear had been a

very loyal friend of hers, apparently on both sides,

because at their request he had been appointed



Commissioner of Internal Revenue 427

(Testimony of Henry O. Wackerbarth.)

guardian of the children in place of Mr. Frank Mc-

Ginnis. There was a very close tie-up at the time

that Mr. Colyear refused to bring Mr. Farman into

the business.

Q. From that time there was a breach ?

A. That is correct.

Q. Personal breach. Now, let's go on up to the

year 1946, sir, during the year 1946, Mr. Horace O.

Smith, Jr., was the president of Schalk and the

supervisor under the trust; is that correct,

sir? [486] A. That is correct.

Q. Now, can you state whether or not there were

repeated efforts in 1946 to have Mr. Smith, Jr., re-

moved as president and as supervisor by the other

stockholders'? A. Yes. The answer is yes.

Q. There were repeated efforts; is that correct,

sir?

A. Yes, sir, more than, I would say more than

efforts. There were requests that he step out.

Q. Now, of your own knowledge, do you know

whether these requests started prior to 1946?

A. Yes, they did.

Q. Did they start prior to 1945?

A. Well, I would say they started in 1945. That

would be my first recollection of them. It was before

these actions were taken in 1946. Yes. It had been

going on for some time; they wanted him out.

Q. They wanted him out?

A. Yes. When I say they, I am referring to Mrs
Farman primarily.

Q. And who did the talking for Mrs. Farman?
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A, Well, Stanley Guthrie was her attorney.

Q. I see. A. Yes.

Q. And was she also represented in part by

Mr. [487] Farman?

A. I didn't hear that.

Q. Was she also represented in part by Mr.

Farman ?

A. Mr. Farman didn't come into the picture

until about the time that he was, he went on the

board. Up to that point of time, I don't think Mr.

Farman attended a board meeting, and if you want

the date for that, I will give it to you.

Q. It is not too important that we have that date,

Mr. Wackerbarth. It was in 1945, I believe, Sep-

tember.

Now, to go back again, for just two questions re-

garding Mr. Colyear, what other interests did Mr.

Colyear have that you knew of, Mr. Wackerbarth?

A. Mr. Colyear fomided the Colyear Motor Sales

Company prior to 1912. Up to 1912 his business was

the sale of motor trucks and automobiles.

In 1912, or '13, probably '13, they changed their

business, got away from the sale of automobiles,

and motor trucks, and went into the parts business,

automotive parts. He also had a warehouse here,

warehouse business, operated the Colyear Van and

Storage Company, and he also had a furniture

store on Main Street.

That besides other, quite a few pieces of real

property, which he owned here and looked after.
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Q. Do you know Mr. Colyear's reputation as a

businessman, [488] sir?

A. Well, he was always considered to be a very

able and astute businessman.

Q. Now, you handled the affairs of many busi-

nessmen, don't you, sir, as an attorney?

A. Quite a few, yes.

Q. In your opinion, where do you place Mr.

Colyear ?

A. Mr. Colyear was one of the ablest business-

men that I ever met.

Q. Now, when young Mr, Smith came to work

for the corporation in 1936, do you know whether or

not Mr. Colyear and Mr. Lieben were considering

grooming him for the presidency of the company

some day?

A. That was the purpose in bringing him into

the business, yes, so that he could take over at

the time that Mr. Colyear stepped out.

Q. And it was their purpose to train him for

that job; is that correct?

A. That is correct; that is correct. That is the

reason he brought him into the business while he

was still alive.

Q. Referring to Exhibit J, minutes of the cor-

poration of Schalk Company, board of directors for

June 24, 1942, would you state whether or not, sir,

you are the one that prepared those minutes ? [489]

A. I did, I wrote the minutes.

Q. And
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A. Signed them and Mr. Colyear signed them

also, as president.

Q. Now, these start at page 230 of Exhibit J,

don't they? A. That is correct.

Q. And going over to the middle of the page,

231, sir, just past the middle,—wait a minute, I

have the wrong page here.

I intended to refer to the minutes for the date

September 1, 1942, a meeting of the board of di-

rectors of Schalk Company, page 233 of Exhibit J,

going to page 235, approximately the middle of

the page.

It is stated there that the chairman thereupon

reported that he felt Horace O. Smith, Jr., had had

sufficient training in the business of the Schalk

Chemical Company to assume chart of the business,

and the presidency of the corporation, and that he,

Mr. Colyear, desired to resign as president, but to

retain his position as one of the directors of the

company, as well as the supervisor. Horace O.

Smith, with the Union Bank.

Do you recall writing that, sir ? A. Yes, sir.

Q. And the chairman who made that state-

ment [490] was Mr. Colyear; is that correct?

A. That is correct.

Q. Do you consider Mr. Colyear, I mean, from

your association with him, and from your associa-

tion with other businessmen, as a man of keen

business ability and one who would certainly know

whether or not a person had had sufficient train-

ing?
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A. Yes. Mr. Colyear employed hundreds of peo-

ple in his various businesses.

Q. Now, at that time, was it also 3^our ox^inion

or would you state whether or not it was your

opinion that Mr. Smith was ready to take over as

president of Schalk?

A. I would say that Mr. Smith was ready to take

over as president of the Schalk Chemical Company

under Mr. Colyear 's sujjervision, and in association

with Mr. Lieben, I would say yes.

Q. Well, now, Mr. Lieben, what sort of a person

was Mr. Lieben, sir?

A. Mr. Lieben was a very aljle businessman, and

had been with the Schalk Chemical Company over

20 years at that time.

Q. Now, would it be your recommendation that

Mr. Smith, Jr., if he took, when he took over the

company, and when he did take over the company",

listen [491] and work closely with Mr. Lieben?

A. Yes. It was understood that he would and

I would say that he did.

Q. And that was the desire of Mr. Colyear, too,

wasn't it? A. That is correct.

Q. Mr. Wackerbarth, I want to refer you to

page 283 of Exhibit J, minutes of the board of di-

rectors of Schalk Chemical Company for the 27th

day of December 1946. Would you examine those

minutes, sir, and see if that is your signature?

A. That is my signature, yes.

Q. Did you prepare those minutes?

A. I did.
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Q. Would you refer to the bottom of page 283,

and state for the record that last sentence on that

page 283 of Exhibit J? A. I have read it.

Q. Would you read it aloud, sir*?

A. "After considerable discussion with reference

to the amount of dividend to be declared, director

G. I. Farman presented the following resolution,

and moved its adoption."

Q. That relates to what, sir^

A. A resolution for a dividend in the sum of

$42,000.

Q. Now, do you recall now whether or not Mr.

Farman [492] made

A. Mr. Farman made that motion.

Q. Now, sir, going to the agreement, that is the

agreement of January, 1948, whereby Horace O.

Smith, Jr., steps out as supervisor, would you state,

sir, when approximately the preliminary negotia-

tions resulting iu that agreement began?

A. They began the date—I would have to get

from, from the file of Marlow versus Union Bank to

get the exact date. But the occasion was the sustain-

ing of the demurrer which I interposed to the com-

X^laint to remove, to set aside the trust and remove

the supervisor and Mr. Smith.

After the Court has sustained that demurrer, then

the matter of discussion of settling this matter was

presented.

Let me put it this way, it was presented in

earnest; there had been discussions before that

about Bob getting out.
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Q. In fact, that, did that continue all during the

year 1946, or do you recall?

A. Well, I wouldn't want to j^inpoint as to any

time. It is a matter that had been going on for a

considerable period of time.

Q. Now, how many causes of action were in this

complaint to remove [493]

Mr. Hall: I object to that question, your Honor,

on the grounds that it is immaterial. The complaint

is in evidence.

The Court: The complaint is in evidence.

Mr. Gardner: I realize it is, your Honor. I

would like to bring out the fact that

The Court: You may show it to the witness, if

you wish.

Mr. Gardner: He might recall it.

Q. (By Mr. Gardner) : Do you recall?

A. Well, I don't recall. There was probably a

dozen somewheres around that. There was probably

around 10, 12 or more.

Q. And your demurrer as to each one of these

was sustained; is that correct?

A. That is correct; that is correct.

Q. Now then, from that point on, you began to

negotiate in earnest, as you might say, for some

settlement of this problem? A. That is right.

Q. You represented Mr. Smith, Jr., in these

negotiations ?

A. That is correct ; that is correct.

Q. And could you state whether or not there was

ever [494] considered during these negotiations now
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resulting in the final agreement of January, 1948,

was there ever any consideration made as to, that

Horace Smith, Jr., might purchase the interests of

the other stockholders; do you recall that?

A. I don't recall any discussion of Horace Smith

ever purchasing the interest of the others.

Q. I see. Now, as to the discussions relating to

Horace Smith selling his beneficial interest in the

trust, do you recall whether or not there were any

discussions that the corporation purchase Mr. Smith,

Jr.'s beneficial interest in the trust?

A. There was a matter presented, but so far as

our position was concerned, we didn't consider it.

That is, we didn't consider that we would enter into

any such agreement for the corporation to purchase

Horace Smith's interest in that trust.

Q. What was the reason, sir?

A. Well, primarily that it wasn't a matter that

the corporation was interested in, and Horace Smith

controlled the board of directors, and he couldn't

very well sell his interest in a non-assignable trust

to the corporation for a sum of money, and ask the

vote and approval of the directors that he con-

trolled, because he did control three directors. For

that [495] reason, we wouldn't consider any sale to

the corporation, of the corporation.

Q. Now, the last document in evidence, 37, please,

your Honor.

I show you Exhibit 37, sir, and ask whether or not

you recall receiving that from the representatives of

the family?
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A. I don't recall. I have no copy of this, let's put

it that way, and if you will permit me to read it

first. I don't recall.

Q. Yes, surely, read it. A. I have read it.

Q. Do you recall receiving that document from

Mr. Olson?

A. I don't recall receiving it, no. That is, at this

time I don't recall receiving it.

Q. Do you recall whether or not there was a

discussion along those lines, sir?

A. My recollection that there was something said

about the corporation purchasing, but we would not

consider that at all.

Q. Therefore, the discussion that you had re-

lating to whether or not the corporation would pur-

chase it was very brief % A. Was dropped, yes.

Q. And from that time on, the question of the

sale [496] of Mr. Smith's beneficial interest in the

trust was strictly between whom?
A. Between Mr. Smith on one side, and the fam-

ily on the other. The family being Mrs. Farman,

primarily, and the daughters, the two girls both

seemed to be working with their mother, so that we

assumed it was with them, too.

Q. Now, during these negotiations, how many

would you say you had, sir, from the time that the

demurrers were sustained in the prior suit, and the

time the agreement was finally executed in Janu-

ary of '48?

A. Well, there were very few. I don't remembei
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how man}^, but there were very few conferences

that we had in connection with it.

Q. Now, were these conferences attended by the

members of the family; that is, Mr. Farman, Mrs.

Farman ?

A. No. Mr. Guthrie was the one that I discussed

it with.

Q. You did not discuss it with the members of

the family?

A. I don't think—I am not, I am sure I didn't

discuss it with Mr. Farman, and I don't think Mrs.

Farman ever entered into the negotiations. They

were primarily with Mr. Guthrie.

Q. I see, sir. In your conversations with Mr.

Guthrie, you were talking solely about the members

of [497] the family acquiring beneficial interest of

Horace O. Smith, Jr., in the trust; is that correct?

A. That is correct.

Mr. Gardner: Exhibit 16, please.

Q. (By Mr. Gardner) : Mr. Wackerbarth, I

hand you Exhibit 16, and ask if you have seen that

document before, or a document similar to that?

A. I saw this document at the time it was signed,

signed over in Mr. Guthrie's office.

Q. You were present at that time, sir?

A. Yes.

Q. Is this the document that you, or did you pre-

pare the document? A. I did not, no.

Q. Did you assist in the preparation of it?

A. No. Mr. Guthrie prepared it. That is, I pre-
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sumed he prepared it. It was presented to us at a

meeting over at his office.

Q. Now, was this docmiient in accordance with

certain agreements that you had made with Mr.

Guthrie in an effort to settle this dispute?

A. This was to carry out the discussion which

Mr. Guthrie and I had had about how the matter

could be settled. [498]

Q. And actually, you are talking about the

physical preparation was not done by you?

A. No, I did not, no.

Q. But the content of the agreement you assisted

in that?

A. I discussed it with him, as to what Horace

Smith was willing to do.

Q. T see. Now, relating to the amounts set forth

in there, that is $25,000 to be paid as of this date,

that is the date the agreement was executed, and

the $20,000 to be paid at a subsequent date after

the trust expired, what was your understanding as

to the purpose of the payment of the total sum of

$45,000, sir; what were the purchasers getting?

A. They were, Horace Smith was to step out

of the corporation, completely out of the corpora-

tion. He was to step out as supervisor of the trust,

as president of the company, as an employee of the

company, and he was to give up his interest under

the trust. The trust was a non-assignable trust, and

he couldn't assign his interest in it.

Therefore, he could only transfer his interest if,

as and when a trust terminated.
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Q. Now, you were familiar with the business at

that time, were you not, Mr. AYackerbarth ?

A. Yes. I was secretary of the corporation for

many [499] years. I didn't go down to the plant,

if that is what you mean. I have been there a few

times, but I didn't go down there and take any part

in that.

Q. No. I am sure you didn't. But you were

present at all the board meetings, were you not,

sir? A. I was.

Q. And you did take an active part in the meet-

ings ?

A. And the discussions, yes. I was a director

there for a number of years.

Q. So, you knew very well the business trend

and so forth in relation to that corporation?

A. Yes, I would say I did.

Q. Now, at the time that Mr. Smith, Jr., ex-

ecuted that agreement in January of 1948, what

would you say the value of the corporation, Schalk,

itself, what was the value of the stock at that time,

sir ?

Mr. Hall: Objected to, your Honor, on the

ground of this witness has not been qualified to

state an opinion on that subject.

The Court: Sustained.

Q. (By Mr. Gardner:) Were you familiar, sir,

with the assets, liabilities and possibilities of this

company ?

A. Well, I was familiar with the assets and li-

abilities, and familiar with what the corporation
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had [500] been doing since I was secretary, in the

way of sales and profits.

Q. Were you familiar with whether or not the

corporation had an extensive good will throughout

the country? A. The corporation

Mr. Hall: That is objected to on the ground it

calls for the conclusion of the witness.

The Court : He may answer.

The Witness: The corporation had done a con-

siderable amount of advertising over a long period

of years, and it was the concensus of the directors

there that they had established a good will for their

products, an extensive good will for the products.

Q. (By Mr. Gardner) : Do you know whether or

not this good will was shown on the books of the

corporation f

A. I don't think that it reflected anything on the

books, as I recall.

Q. And actually, it w^as one of the most valuable

assets they had, wasn't it?

A. I would—well, of course, their products were

valuable assets, but I would say that the fact that

they had done this tremendous amount of advertis-

ing, was certainly an asset of the business. [501]

* -x- *

Q. Well, Mr. Wackerbarth, do you have any idea,

state whether or not you have any idea as to the

possible price that could be obtained from the sale

of all of the stock of Schalk as of January, 1948, sir.

A. No, I wouldn't want to say. I had never had
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taken an}' -part whatsoever in trying to dispose of

the assets of the business. I had heard discussions,

if that

Q. No, I don't want that. A. Sir?

Q. I wouldn't want that.

A. That is all I could say, that I know, sir, dis-

cussions that I had heard about it.

Q. I see. Referring once again to page 283 of

Exhibit J, and the meeting of December 27, 1946,

it appears that there were a great many people

present at that meeting, sir.

A. Stanley Guthrie was there, as attorney for

Mrs. Farman; and Mr. Farman, Evelyn Marlow,

and Fred W. Marlow, her husband were there;

Patricia Baker and J. C. Baker, her husband, was

there, and Henry Rausch was present at the meet-

ing. [502]

Q. Now, do you know whether or not there was

any disagTeement as to the $42,000 dividend stated

in those minutes'?

A. There was no disagreement as to the amount

of the dividend; no, sir.

Q. Did Mr. Farman say anything against it?

A. He did not oppose it at all. He made the

motion for the payment of the dividend.

Q. And did all of the directors vote in the affirm-

ative, sir? A. They did.

Q. Do you know the purpose or the reason for

all of these people being present at this meeting?

A. I can only answer that by what occurred at

the meeting, if that helps any.
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Q. What did occur?

A. As to why they came, I don't know, but I

know what they did.

Q. What did they do, sir?

A. Mr. Farman, Mr. Marlow led off there, and

wanted to know why this business was being run

under a trust, and I told him that that trust had

been entered into many years before. And that up

to the present time, I had never heard of any ob-

jection to it.

And he said that it was very distasteful to

the [503] family and that he didn't know why this

business had run under a trust that was so unfair,

and distasteful to the famil}^

And I said that that was a matter that I didn't

see any reason of going into it at this time, because

is had occurred many years before. And it had oc-

curred as a result of avoiding a long-drawn out law-

suit.

And he said that he was going to go into that

matter and that he didn't believe that it was a good

trust, that he was going to try and set it aside, upset

it.

And that was the—there is a reference here that

so far as I know was the only time that Mr. Marlow

was ever present at the board of directors meet-

ings.

Q. Thank you, sir. Just one further question

regarding the management of Horace Smith, Jr.,

that is the presidency of Schalk Chemical Company.

From 1942 to 1947, at the time he was disposed
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or sold his interest in 1948, what was your opinion,

sir, of his tenure as president and as supervisor?

A. The business progressed. It was going along

well. They were pajdng dividends, and making prof-

its, and the only objection was from his mother,

and I think his sisters didn't want to run it, but

that was the only objection from that end of the

family.

Q. In 1947, they didn't make very much money,

in [504] fact there, that was a loosing year, wasn't

it, Mr. Wackerbarth?

A. Yes. That was a year there that one of the

questions involved was the matter of advertising,

and the purchase of some new equipment, and I

believe the expenses of the officers was very heavy

that year, as I recall it.

Q. That was in 1947?

A. 1946 and '7, there was considerable expense.

They had a very heavy advertising expense that

year.

Q. Was that in 1947 ? A. 1947, yes.

Q. Was that a part of the policy to keep its

products before the public?

A. Yes. They always maintained a lot of advertis-

ing; all they had to sell was some products there,

and their competition was always heavy. They had

to advertise heavily and that was always a repre-

sentation which I was given to understand was made

to the trade that they would advertise heavily.

Q. Well now, just another point. Going back to
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the earlier years, do you know whether or not divi-

dends were declared in almost every year?

A. I think dividends were declared almost every

year, if I recall rightly. I would like to see the

minutes, but I think you will see

Q. There was a practice [505]

A. There was one year there was a loss, and I

think they still paid a dividend that year.

Q. This was what practice

A. Yes, yes. The family had to live on that.

Q. Yes. A. Yes.

Q. Did Mrs. Farman state that in the meet-

ing

Mr. Hall: I object, your Honor. That is not

within the knowledge of this witness.

The Witness: It was said there at the meetings,

if that was, helps any, that was the only source of

income, if that helps any.

The Court: Has the witness—if the witness

heard Mrs. Farman so state, he may so testify.

Mr. Hall : He has so testified.

The Witness : Yes, that is correct.

The Court: His testimony will remain in the

record.

Mr. Gardner: Did you get his answer?

The Reporter : Yes.

Q. (By Mr. Gardner) : During the period, en-

tire period that you were secretary of this corpora-

tion, did you notice whether or not the daughters

took any part at all in the management as reflected
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by attendance at board meetings, and participation

therein? [506]

A. Yes. They started coming to the meetings.

Well, Mrs. Marlow started coming to the meetings,

I think, in 1945 was when she started coming.

If you want to know the first time that she ap-

peared, I think I can tell you.

Mr. Hall : It was in 1936, I believe, Mr. Wacker-

barth.

The Witness: AVell, if she appeared in 1936,

then she didn't come for a long, long period of time

after that. She went on the board in 19

Q. (By Mr. Gardner) : Are you referring to a

file where you

A. That is my copies of the minutes.

Q. That is your copy of the minutes?

A. Yes.

The Court: The minutes are in evidence, and

they will speak for themselves.

Mr. Hall: That is right.

Mr. Gardner: All right, sir.

Q. (By Mr. Gardner) : Now, would you state

whether or not the—Evelyn took an active part in

the discussions?

A. Yes. She spoke up many times when she was

a director. She took an active part in it. She went on

April 26, 1944, is when she went on the board.

Q. April 26, 1944, sir? [507] A. Yes.

Q. And from that time on, did she take an active

part, if you remember?

A. Well, she went off at a later time, her stock
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was transferred to Mr. Farman, and he went on.

She stepped out and Mr. G. I. Farman went on.

Mr. Garner : No further questions.

Cross-Examination

By Mr. Hall:

Q. Mr. Wackerbarth, how long have you repre-

sented Horace G. Smith, Jr., individually'?

A. I think the first representation of Horace

Smith was when they filed suit against him in 19

—

April, 1947.

Q. Well, did you—I don't mean to ask an unfair

question—you represented him, did you not, at the

time of the, when the executive committee was set

up in 1945?

A. No, I was representing, I was secretary of the

corporation, representing all of them. I wasn't

representing him in particular. Horace Smith did

ask me questions from time to time.

Q. Did you ever write a letter to Mr. Guthrie

and set out the terms of the settlement at that time

by implementation of an executive committee? You
have no recollection on that, Mr. [508] Wacker-

barth ?

A. As to whether or not I wrote a letter to Stan-

ley Guthrie?

Q. Yes, concerning the settlement or proposed

settlement, at that time, between Mr. Smith and the

rest of the family?

A. I could have. I want to look through my file

and see if I have one.
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Q. No? A. No, but I could; yes.

Q. We have it here in evidence.

A. All right.

Q. Petitioner's Exhibit 15. I just want to recall

it to the witness.

This is the letter I refer to. It is Petitioner's

Exhibit 15, and it concerns the settlement under

W'hich the executive committee was to be set up.

Now, you were representing Mr. Smith individu-

ally at that time, were you not?

A. Well, Horace Smith did talk to me. There is

no question about that. The first time that I ever

represented him in any litigation, when they set

aside the trust, but he did turn to me, if that is what

you mean.

Q. I am speaking of the dispute between the

family members and the negotiations, and attempts

to settle that dispute. Did you represent Mr. Horace

O. Smith, Jr., [509] indi^ddually throughout those

negotiations ?

A. He discussed this matter with me. I was never

employed by Horace O. Smith ; no, the answer is no

on that. He did discuss those matters with me from

time to time; that is correct.

Q. Now, at whose request was Mr. Smith em-

ployed by Schalk Chemical Company?

A. At whose request?

Q. Yes. A. Mr. Colyear.

Q. And who requested Mr. Colyear to employ

Mr. Smith?

A. My recollection is that his mother wanted him
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in the business. That is early in the inception, and

Mr. Colyear held off for a long time in bringing him

into the business.

Q. But there was insistence by Mrs. Farman?

A. That he be brought into the business.

Q. Yes.

A. That is the way I recall it, that she wanted

him in the business.

Q. Now, regarding this, your discussion with

Mr. Colyear concerning possible employment of Mr.

Farman, I believe it was some time in the years 1931

to 1935; were the discussions, or requests that Mr.

Colyear had, did they emanate from Mrs. [510]

Farman? A. That is correct.

Q. Did Mr. Colyear to your knowledge, or did

you at any time discuss it with Mr. Farman ?

A. No.

Q. Did Mr. Farman make a request for em-

ployment?

A. Not to me and I never heard him make one.

Q. Those were all requests made by Mrs. Far-

man ? A. That is correct.

Q. Mr. Wackerbarth, referring to Petitioner's

Exhibit 16 A. Yes, sir.

Q. which is the settlement here

A. Yes, sir.

Q. how much of the total amount of $45,000

was for Mr. Smith's one-sixth of the stock interest?

A. There was no break-down to the best of my
knowledge, because there was a clause which I in-

sisted be put in there, and that reads as follows:
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' The entire purchase price of the property herein

agreed to be sold by the first party to the second

party, shall be the sum of $45,000, less any distribu-

tions made by first party from said trust as herein

provided; and the sum of $25,000 paid by second

parties, as a consideration to first party for entering

into this agreement shall, in the event second parties,

their heirs, successors, or [511] assigns, comply ac-

tually and promptly v^ith all the terms and condi-

tions thereof be applied toward the said purchase

price."

Q. All right. Now, reading, if you will, look at

the last part of that paragraph that you read, Mr.

Wackerbarth. A. Yes, sir.

Q. It says that the sum of $25,000 shall apply on

the $45,000 if the second parties comply with this

agreement ; is that correct ?

A. That is what it says.

Q. What is your understanding, supposing the

second parties had not paid the $20,000 in escrow in

1951, is it your understanding that by reason of this

paragraph that the obligation to pay the $20,000

would be enforceable ?

A. No, I don't, no. My recollection of this, I said

I haven't seen this since the day in Mr. Stanley

Guthrie's office up till today, but my recollection is

that they could default on that $20,000.

Q. In other words

A. Bob would then own it, would then own his

stock.

Q. Then he would own his stock?
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A. That is correct.

Q. Isn't the $20,000, was payable for the stock'?

A. No, no, no. It was a lump sum of $45,000,

was [512] the amount which they were to pay for

him stepping out of the picture, and giving up his

stock.

Q. All right. But breaking it down, they didn't

have to pay the $20,000 and they did not have to pay,

acquire his stock interest; is that correct?

A. I think that is correct. If you will give me an

opportunity, I will look at this, though, and—but

that is my recollection of it.

Q. Take an opportunity.

A. All right.

Well, are you ready for me?

Q. Yes.

A. You have a clause here on page 2 that pro-

vides that on or before 30 days before the termina-

tion, that they will pay the $20,000.

Then you have another clause in here that in the

event that they don't pay that amount of money

Q. They are released ?

A. Well, wait a minute. It says that that, if, they

said escrow conditions shall provide that if the sec-

ond parties or their assigns fail, neglect or refuse

to deposit that money within the time and subject to

the conditions herein contained, the balance remain-

ing of the aforesaid purchase price then all property

and documents deposited by the first party in said

escrow shall immediately [513] be returned to him.
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That was a provision with reference to escrow in-

structions.

Then you have got another clause here which says

in the event the second parties, their heirs

Q. We have read that into the record before.

A. Well, I haven't, but that is the one I am re-

ferring to.

Q. If they don't pay it, the second parties then

they are released of any obligation to pay it ; that is

the $20,000, is that correct"?

A. Well, I think you have got to read something

else into that in order to say that they shall be re-

leased.

Q. But you stated before, Mr. Wackerbarth, that

they did not have to pay the $20,000, that was my
recollection.

A. Now, you have asked me, and I, I have told

you, I want to look at the agreement, you have this

clause here in the agreement, "In the event the sec-

ond parties shall fail, neglect or refuse to pay the

balance of the purchase price, the first parties shall

be released of all obligation to sell."

Q. Yes.

A. And the second parties, and their successors,

and assigns, shall be released from any and all obli-

gations to purchase.

I think that under that agreement it would [514]

be my understanding that Bob would have to take

an affirmative position there and repudiate the agree-

ment, and they would be released. That is the way

it looks to me.
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Q. But they would retain, Bob Smith would re-

tain the $25,000'?

A. Oh, yes, that is correct.

Q. Now, what was the $25,000 for'?

A. That was a down payment.

Q. I hand you Petitioner's Exhibit 22, which is a

letter dated September 12, 1947, addressed to

Guthrie, Darling and Shattuck, attention Mr. Olson,

and signed by Mr. Smith. It is on your letterhead.

Are you familiar with that letter?

A. I want to look at it first.

Yes, I have read that letter.

Q. Did you dictate that letter, Mr. Wackerbarth?

A. Well, I would say that I did, yes.

Q. Now, that letter

A. It was dictated at my office and—go ahead.

Q. Now, that letter clearly segregates the $25,000

and an amount to be paid for the stock ; does it not ?

A. That is what it says in this, yes.

Q. Now, that letter is dated September 12, 1947 ?

A. That is correct.

Q. It refers to a plan apparently that was pro-

posed [515] prior to that time by Mr. Olson, and it

also refers to an offer which was heretofore con-

veyed from your side.

A. Well, that was, that was signed by Mr. Smith.

Q. Yes.

A. And apparently he had conveyed that offer

and this was a letter which the offer was—to con«

firm this offer.
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Q. You had. conferences with Mr. Olson prior to

that date, did you not?

A. I don't think I had conferences with Mr.

Olson. I think that most of mine were with Mr.

Guthrie. Apparently Bob Smith had these confer-

ences with Mr. Olson, because this was a letter here

which it shows that he dictated, but I am sure it was

dictated in my office, because it was dictated to my
secretary, and I am pretty certain I was present.

Q. Well, would Mr. Smith have met with Mr.

Olson out of your presence, Mr. Wackerbarth ?

A. He could have.

Q. Did he? A. I don't know; I don't know.

Q. Would that be customary, Mr. Wackerbarth ?

A. It isn't customary, no. But I don't recall Mr.

Olson—most of all these dealings were with Mr.

Guthrie, but Mr. Olson handled the litigation, that

was very definite. [516]

Q. And he participated in some of the meetings,

did he?

A. He could have. I don't recall him being in any

meetings, but he could have.

Q. Now, is it your testimony that Mr. Guthrie

and Mr. Olson did not propose that the money be

paid by the corporation to Mr. Smith ?

A. Is it my testimony that they did not propose

that?

Q. Yes. A. No. That is not my testimony.

Q. That was their proposition?

A. That was their proposition.

Q. And that was over many months of this nego-

tiation, was it not, their proposition ?
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A. How long I can't say, but it was never ac-

cepted, if that means anything.

Q. Sure. In other words, from your side of the

picture, and Mr. Smith's side of the picture, you

were insisting that it be between the family mem-

bers? A. That is correct.

Q. Is that correct *? A. That is correct.

Q. And on Mr. Guthrie's side, and the family's

side, they were trying to work it out so that the cor-

poration [517] would pay the money to Smith,

rather than the individuals ?

A. That is correct.

Q. Referring to Respondent's Exhibit J, page

283, the page to which Mr. Gardner referred you to,

the meeting at which the extraordinary dividend of

$42,000 was declared. A. Yes, sir.

Q. Do you have a recollection, independent of

these minutes, Mr. Wackerbarth, that Mr. Farman

made the motion to declare the dividend?

A. I wouldn't say that I had any independent

recollection, but I do know that those minutes having

been written up by me, they were, that was the way

it occurred, and if we look at the minutes following

that—wait a minute, here.

Q. May I assist you, Mr. Wackerbarth. Here it

is, right here, page 289.

A. That was, there was a shareholders meeting

that intervened. Then there was another meeting

here, which was adjourned. And there is this nota-

tion in the minutes, part of the minutes of the meet-

ing of February 19, 1947.
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"The president then called the meeting to order,

and thereupon the minutes of the meeting held on

December 27, 1946, were read. The president there-

upon asked if there were any errors or omissions in

said minutes, and director [518] G. I. Farman said

he wanted to add to the minutes the statement to

the effect that the resolution for the payment of a

dividend in the sum of $42,000 was offered by him on

the recommendation of Mr. Rausch, and that the

sum of $42,000 was arrived at as being 70 per cent

of the $60,000 net earnings of the corporation.

''Subject to the correction above referred to, said

minutes were approved as read."

That took place at that meeting.

Q. Well, did Mr. Farman make the motion ac-

cording to your recollection only, because Mr.

Rausch recommended it?

A. I don't know what was in his mind, but he

made the motion at the meeting of December 27.

Q. And you said that at the meeting the amount

of the dividend was discussed ? A. Oh, yes.

Q. Yes? A. Certainly.

Q. Was there opposition to the amount of the

dividend ?

A. By no one that I know of. There is no record

there of any opposition to it.

Q. Was there any discussion of the dividend as

such? A. As to the amount of it? [519]

Q. Well, anything concerning the dividend?

A. None that I recall. There is nothing in the

minutes that I
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Q. Well now, after considerable discussion, with

reference to the amount of dividend to be de-

clared A. Yes.

Q. That is stated on page 283?

A. That is correct.

Q. What was the considerable discussion?

A. As to how much they should declare, because

you have got Mr. Rausch's letter.

Q. Yes.

A. And may I look at that. I haven't seen it

since that day.

Q. Yes.

A. That was a surtax question arising there, as

to the tax in the event they didn't declare the suf-

ficient amount. Well, that was his recommendation.

Q. Who were the directors at that meeting?

A. At the meeting, when the dividends were de-

clared ?

Q. How many directors did the company have at

that time ?

A. Horace O. Smith, Jr., was present; Hazel I.

Farman was present ; G. I. Farman was present and

myself, and [520]

Q. That was all of the directors?

A. I would say that is all, because there is no

notation here about any directors being absent. How-

ever, if you want me to, I will look through the

minutes and see.

Q. May I refer you to page 281, which is the

matter of the resignation of Mr. Guthrie was pre-

sented and not accepted. There was a split vote.
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Would you state for the record whether or not

Mr. Guthrie's office as director was declared for-

feited at that meeting, and for what reason?

A. I would like to look at the minutes, first. I

have no indei:)endent recollection of that fact.

Q. All right.

A. All right. Now, your question.

Q. Would you repeat it, Mr. Reporter?

(Question read.)

The Witness: I wouldn't say that, no. I would

say this, that his resignation was presented, that I

made a motion, '

' Henry Wackerbarth made a motion

to accept the resignation, to accept the resignation

of Stanley W. Guthrie as director of the Schalk

Chemical Company.

"Thereupon, director Hazel Farman and G. I.

Farman stated that they would not vote in favor of

a motion to accept said resignation.
'

' [521]

Q. (By Mr. Hall) : Mr. Wackerbarth, please

A. I will give it to you, "Thereupon, director

Wackerbarth withdrew the motion for the reason

that the same had not been seconded, and it had

become apparent that the same could not be car-

ried."

Q. Yes.

A. And then Mr. Farman made a statement in

favor of Mr. Guthrie, which I will read, if you want

me to?

Q. No.

A. "Thereupon, the secretary—" that is my-

self
—"called to the attention of the board of direc-
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tors that the provision of Section 2, Article I of the

bylaws, and stated that under that section, under

said section, that the fact that Stanley W. Guthrie

ceased to be a shareholder of the corporation caused

him to automatically cease to be a director."

Q. Yes. Now, prior to that meeting, Mr. Smith

had designated Mr. Rausch to be the shareholder ; is

that correct?

A. Well, I will have to look it up and see. I as-

sume if you say that is true, it is true.

Q. It states at the top.

A. '

' The president further stated that shares had

been issued to Henry Rausch. '

'

Q. This had been done by getting the shares

of [522] stock back from Mr. Gruthrie?

A. Yes, that is right, him and/or somebody else.

Q. This statement was made at this meeting, and

presented for the purpose of electing Mr. Rausch a

director, was it not?

A. Yes. That is what the president suggested

here ; that is correct.

Q. He was not elected a director at that meeting ?

A. He was not.

Q. He was not elected a director at the next suc-

ceeding meeting?

A. At a later time he was elected a director, if

that answers your question, but I will look and see

when, if you want me to.

Q. No. As supervisor of the trust, or may I ask

you, are you familiar with the declaration of trust

that is involved in this proceeding?
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(Testimony of Henry O. Wackerbarth.)

A. I glanced at it this morning. I haven't seen it

since that lawsuit in 1947, up till this morning. I

looked at a copy of it ; that is correct.

Q. Do you know, or do you recall what Bob

Smith's beneficial interest was in the trust?

A. Twelve and a half per cent, as I recall.

Q. Which was later increased?

A. And it would then have been increased [523]

after

Q. Mrs.

A. Mrs. Charlotte Wood's death, his interest

would have been increased ; that is correct.

Q. Now, as a one-sixth beneficial owner, he was

in control by virtue of being super^dsor of the trust

;

is that correct? A. At a time, yes.

Q. Well, up till 1948?

A. Not at all times, no, because first Mr. Frank

McGinnis was in charge of it, then Mr. Curtis Col-

year was in charge of it ; then after him Horace O.

Smith, Jr., was in charge of it; that is correct.

Q. When he succeeded to the office of supervisor

of the trust, that permitted him to absolutely control

Schalk Chemical Company?

A. Permitted him to name three directors, which

was the control of the board.

Q. And permitted him to vote all the shares?

A. That is correct.

Q. Now
A. Well, he was—no. As I recall it, the trustee

would give him a power of attorney to vote. I think

that is the way it was.



Commissioner of Internal Revenue 459

(Testimony of Henry O. Wackerbarth.)

Q. Thank you. In your opinion, Mr. Wacker-

barth, in the position of supervisor of the trust, was

Mr. Smith [524] a trustee for his two sisters and his

mother'? A. Well, I think

Q. In the management of this business?

A. I think anybody acting in that capacity is a

trustee for all of the parties that he represents, and

he didn't own the stock, all of the interest, so that

he certainly was there representing somebody else,

and the authority had been conferred upon him to do

it by them.

Q. By whom?
A. By all of the parties that entered into the

declaration of trust.

Q. Yes, but did the minor children approve it ?

A. The guardian, their guardian approved it,

yes.

Q. Mr. Colyear?

A. Yes, that is correct, because I took the peti-

tion into court for them, for them to court, to ap-

prove his entering into the trust on their behalf.

Q. But it still remains that he was acting in a

fiduciary capacity when he was supervisor of the

trust; isn't that correct? A. Who?
Q. Mr. Smith.

A. Well, I would say that he, any time a person

represents a group, he is acting to their extent; to

that extent, he is acting in the trust capacity, y«s

Received and filed August 4, 1958. [525]
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[Title of Tax Court and Cause.]

Dockets Nos. 63853, 63855, 63862

ORDER ENLARGING TIME

For cause, it is

Ordered: That the time for filing the record on

review and docketing the petition for review in the

United States Court of Appeals for the Ninth Cir-

cuit is extended to January 17, 1960.

Dated: Washington, D. C, November 24, 1959.

/s/ J. E. MURDOCK,
Judge.

Served November 24, 1959.

[Title of Tax Court and Cause.]

T. C. Dockets Nos. 63853, 63855, 63862

CERTIFICATE

I, Howard P. Locke, Clerk of the Tax Court of

the L^nited States, do hereby certify that the docu-

ments submitted under this certificate, 1 to 41, in-

clusive, as called for by the designation, are the

original docimients of record on file in my office

(excepting the original exhibits which are separately

certified), and a true copy of the docket entries as

they appear in the official docket of my office, in the
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cases docketed at the above numbers in which the

petitioners in this Court have filed petitions for

review.

In testimony whereof, I hereunto set my hand and

affix the seal of the Tax Court of the United States,

at Washington, in the District of Columbia, this

20th day of November, 1959.

[Seal] /s/ HOWARD P. LOCKE,
Clerk of the Court.

[Endorsed] : No. 16702. United States Court of

Appeals for the Ninth Circuit. Schalk Chemical

Company, a corporation, Gerald I. Farman, Hazel

I. Earman, John Carver Baker and Patricia Baker,

Petitioners, vs. Commissioner of Internal Revenue,

Respondent. Transcript of the Record. Petition to

Review a Decision of The Tax Court of the United

States.

Filed and Docketed : December 8, 1959.

/s/ PAUL P. O'BRIEN,

Clerk of the United States Court of Appeals for the

Ninth Circuit.
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In the United States Court of Appeals

for the Ninth Circuit

No. 16702

SCHALK CHEMICAL COMPANY, a California

Corporation; GERALD I. FARMAN and

HAZEL I. FARMAN, JOHN CARVER
BAKER and PATRICIA BAKER,

Petitioners,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Respondent.

PETITIONERS STATEMENT OF POINTS

To the Honorable Paul P. O'Brien, Clerk of the

Above-Entitled Court:

In accordance with Rule 17(6) of the Rules of

the above-entitled Court, petitioners state that the

points on which they intend to rely are

:

1. The Tax Court erred in holding that Schalk

Chemical Company was not entitled to deduct the

sum of $25,000 which it agreed to pay to Hazel I.

Farman, Patricia Baker and Evelyn Marlow in re-

imbursement of the sum of $25,000 previously paid

by them to Horace O. Smith, Jr.

2. The Tax Court erred in holding that the $25,-

000 was not paid to Horace O. Smith, Jr., by Hazel
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I. Farman, Patricia Baker and Evelyn Marlow on

behalf of Schalk Chemical Company and for its

benefit and the preservation and protection of its

business and reputation.

3. The Tax Court erred in holding that Schalk

Chemical Company was not morally obligated to

reimburse Hazel I. Farman, Patricia Baker and

Evelyn Marlow for the $25,000 paid by them to

Horace O. Smith, Jr.

4. The Tax Court erred in failing to hold that

the $25,000 was paid to Horace O. Smith, Jr., by

Hazel I. Farman, Patricia Baker and Evelyn Mar-

low as the majority owners of Schalk Chemical

Company on its behalf and for its benefit and the

preservation and protection of its business and repu-

tation in order to free the Company from the abso-

lute control which Horace O. Smith, Jr., a minority

owner, had and exercised over the Company by vir-

tue of extraordinary trust powers, in failing to hold

that the majority owners had reasonable grounds

for believing that removal of Horace O. Smith, Jr.,

and his management was imperative for the preser-

vation and protection of the Company, and in failing

to hold that in similar circumstances persons of or-

dinary prudence would have acted in similar fashion.

5. The Tax Court erred in holding that Schalk

Chemical Company was not entitled to deduct in

1950 either as interest or as business expense the

amount which it agreed to pay to Hazel I. Farman,
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Patricia Baker and Evelyn Marlow as interest to

compensate them for interest incurred by them in

borrowing the $25,000 paid to Horace O. Smith, Jr.

6. The Tax Court erred in holding that the pay-

ment of $25,000 made by Schalk Chemical Company
to Hazel I. Farman, Patricia Baker and Evelyn

Marlow in 1951, constituted a di^ddend to Hazel I.

Farman and Patricia Baker in that year to the

extent that they participated in the payment.

7. The Tax Court erred in holding that the pay-

ment of $20,000 made by Schalk Chemical Company

to Horace O. Smith, Jr., in 1951, in redemption of

his one-sixth stock interest in the Company consti-

tuted a distribution essentially equivalent to a divi-

dend to the remaining shareholders of the Company

pro rata, including Hazel I. Farman and Patricia

Baker.

8. The Tax Court erred in holding that the pay-

ment of $20,000 made by Schalk Chemical Company

to Horace O. Smith, Jr., in 1951, in redemption of

his one-sixth stock interest in the Company dis-

charged a contractual obligation of the remaining

shareholders.

9. The Tax Court erred in holding that Gerald I.

Farman and Hazel I. Farman and John Carver

Baker and Patricia Baker omitted from their gross

income for the year 1951 an amount properly in-

chidible therein in excess of 25% of the amount of

gross income reported in their returns.
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10. The Tax Court erred in failing to hold that

the assessment of deficiencies against Gerald I. Far-

man and tiazel I. Farman and John Carver Baker

and Patricia Baker was barred under Section

275(a) of the Internal Revenue Code of 1939.

11. The Tax Court erred in ordering and decid-

ing that, in the case of Schalk Chemical Company,

there is a deficiency in income tax for the taxable

year 1950 in the amount of $15,087.22 ; that, in the

case of Gerald I. Farman and Hazel I. Farman,

there is a deficiency in income tax for the taxable

year 1951 in the amount of $11,589.98 ; and that, in

the case of John Carver Baker and Patricia Baker,

there is a deficiency in income tax for the taxable

year 1951 in the amount of $2,465.86.

12. The Tax Court erred in that its opinion and

decisions in this case are contrary to law and are

not supported by the evidence of record.

December 14, 1959.

/s/ DONALD KEITH HALL,
Attorney for Petitioners.

[Endorsed] : Filed December 15, 1959.
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[Title of Tax Court and Cause.]

No. 16,702

STIPULATION

It is hereby stipulated by and between the parties

herein through their respective counsel that the ex-

hibits admitted in the trial court proceeding in the

above-entitled case be considered by the United

States Court of Appeals for the Ninth Circuit in

their original form as a part of the record herein

without the necessity of printing these matters.

/s/ DONALD KEITH HALL,
Counsel for Petitioner.

/s/ CHARLES K. RICE,

Assistant Attorney General,

Counsel for Respondent.

[Endorsed] : Filed January 13, 1960, U.S.C.A.

I


